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Coming—Since the sale and purchase of 
business interests almost always involves 
conflicting tax considerations of the parties 
to the transaction, it is essential that these 
principals anticipate the results of their 
negotiations. A University of Illinois law 
professor, J. Nelson Young, will explore the 
possibilities in the next issue, with special 
emphasis on buying and selling of noncor- 
porate interests. 


Another article also advocates caution. 
“Taxation of Nongrantors Under Trusts for 
Support of Their Dependents’’ will offer 
practical advice concerning ‘‘new complex- 
ities and paradoxes" unintentionally intro- 
duced by Congress into the 1954 Internal 
Revenue Code. Sydney C. Winton, New 
York attorney, is its author. 


Clark E. Bowen's article on federal timber 
taxes, which was originally announced for 
this October issue, will appear next month. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation 
To this end it contains signed 
articles on tax subjects of 
current interest reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 
The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer: Circula 
tion Manager, M. S. Hixson 
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| HE TAX ADVANTAGE of leasing equip- 
ment rather than buying it may be dwindling. New revenue rul- 
ings (55-540, 55-541 and 55-542) state the Commissioner’s posi- 
tion. 

Under lease agreements, the total cost of leasing property is 

deductible currently as an ordinary and necessary business ex- 
pense. Equipment purchased is subject to depreciation. 


Agreements of the following type will usually be considered 


leases: 


1. Short-term agreements usually for mobile equipment or 
relatively small articles of equipment. The “compensation for use” 
provisions are usually expressed in terms of an hourly, daily, or 
weekly rental, and the rental rates are relatively high in relation 
to the value of the article. There may be an option to purchase 
the equipment at a price fixed in advance which will approximate 
the fair market value of the equipment at the time of the election 
to exercise the option. In this type of agreement, all costs of 
repairs, maintenance, taxes, insurance, etc., are obligations of 
the lessor. 


2. Agreements entered into by taxpayers engaged in the 


business of leasing personal property to others either as their prin- 
cipal business activity or incidental thereto. Under the terms of 
these agreements the amounts payable are ordinarily based on 
normal operations or use, plus a surcharge for operations in excess 
of the normal stated usage. In some instances the rental is based 
on units produced or mileage operated. Termination of the agree- 
ment at stated periods is provided upon due notice by either 
party. If the agreement includes an option to purchase, the option 
price has no relation to the amounts paid as rentals. 

Agreements of the following type will usually be considered 
sales: 

1. Agreements providing for a “rental” over a comparatively 
short period of time in relation to the life of the equipment. The 
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agreed “rental” payments fully cover the normal purchase price 
plus interest. Title usually passes to the lessee upon the payment 
of a stated amount of “rental” or on termination of the agreement 
upon the payment of an amount which, when added to the 
“rental” paid, approximates the normal purchase price of the 
equipment plus interest. 

2. Agreements which provide for the payment of “rental” for a 
short original term in relation to the expected life of the equip- 
ment, with provision for continued use over substantially all of 
the remaining useful life of the equipment. During the initial 
term of the agreement, the “rental” approximates the normal 
purchase price of the equipment, plus interest, while the “rentals” 
during the remaining term or renewal period or periods are insig 
nificant when compared to the initial rental. These agreements 
may or may not provide for an option to acquire legal title to 
the equipment upon the termination of the initial period or at any 
stated time thereafter. 


3. Agreements similar to the arrangement above, but with 
the added factor that the manufacturer of the equipment 
purports to sell it to a credit or finance company, which either 
takes an assignment of such an existing agreement with the user 
or itself later enters into such an agreement with the user. In 
some instances, the lessor may be a trustee acting for or on behalf 
of the original vendor. 

The fact that the agreement makes no provision for the 
transfer of title or specifically precludes the transfer of title does 
not, of itself, prevent the contract from being held to be a sale of 
an equitable interest in the property. 

Be sure that nothing in the lease denotes the passing of title 
or the creating of an equity interest in the lessee. 

Watch that the total rental payments do not approximate 
the price at which the equipment could be bought, plus interest 
and carrying charges. This type of lease will be called a condi- 
tional sales contract. 


ry. 
| HE soulless corporation has a heart. The 
Tax Court can see it and it points it out to the Commissioner 


in a battle of semantics. A corporation, by resolution in the words 
“in recognition of the services rendered,” paid the deceased’s 
salary to the widow for the remainder of the year in which he 
died. The widow treats the payments as gifts. I. T. 4027 states 
that such payments are taxable when paid “in consideration of 
services rendered.” The Tax Court said: “Obviously, where a 
voluntary payment is made by a corporation to the widow of a 


deceased employee, the basic reason for the payment is because 
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of the deceased employee’s past association with the corporation. 
It makes little difference how the corporation formally expresses 
its motives for the payment. Where such payment is a gift, as 
the whole record here establishes that the payments in question 
were, it remains a gift regardless of the fact that the corporation 
may state its reasons for making the payment were ‘because of’ 
or ‘in recognition of’ or ‘in consideration of’ the services of the 
deceased employee.” 

Here is what indicates a gift: (1) no obligation on the part 
of the employer to pay any additional compensation to the widow ; 
(2) the corporation derives no benefit from such payment; (3) the 
widow performs no services for the corporation; and (4) the 
services of the husband up to the date of death were fully com- 
pensated.—Hellstrom, CCH Dec. 21,191, 24 TC —, No. 101. See, 
also, Bogardus v. Commissioner, 37-2 ustc § 9534, 302 U. S. 34; 
Aprill, CCH Dee. 17,275, 13 TC 707; MacFarlane, CCH° Dec. 
19,235, 19 TC 9; Haskell, CCH Dec. 21,133(M), 14 TCM 788. 


A CONTRACTOR needed $75,000 quickly. 
He got it on an agreement to split his profits 50-50 with the 
lender. Everybody was happy but the Commissioner, because 
one half of the profits turned out to be more than the amount 
loaned. The Tax Court realized the exigencies of the deal and 
held that the one-half profit to which the lender was entitled was 
not income to the contractor.—Stevens Brothers and the Miller- 
Hutchinson Company, Inc., CCH Dec. 21,205, 24 TC —, No. 106. 


Options HAVE VALUE. Their sale can 
result in gain, and sometimes it can result in no gain, as did 


this option in Cadby, CCH Dec. 21,181, 24 TC —, No. 97. 


The taxpayer, by his father’s will, obtained a right to buy 
certain stock at a stated price. This right the taxpayer sold. 
There was no gain on this sale because the selling price was less 
than the value of the option sold. The value of the stock was 
taken from the estate tax return. 


[ /SUALLY real property acquired, subdi- 
vided, developed and sold 1s the source of ordinary income rather 
than of capital gain income.—O pelousas-St. Landry Securities Com- 
pany, Inc., CCH Dec. 21,207(M), 14 TCM 961. This rule does not 
apply to a bank’s sale of foreclosed real estate. In this case there was 
a separate corporation, all the directors of which were directors 
of a bank. Most of the land held by the taxpayer was acquired 
from the bank. The corporation was formed to do what the bank 
could not do under the law. 
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The Treasury 


Our cover.—Featured on our cover this 
month is Laurens Williams, Assistant to the 
Secretary of the Treasury and head of the 
Treasury’s Legal Advisory Staff. Mr. Wil- 
liams was a partner of an Omaha, Nebraska 


law firm prior to taking office in October, 
1954. 


As Assistant to the Secretary of the 
Treasury he represents the Secretary before 
Congressional committees on new and amenda- 
tory tax legislation. His ability to clearly 
state the technical provisions and administra- 
tive aspects of tax legislation has impressed 
members of the tax-writing committees. 


During the recent hearings by the Senate 
Finance Committee on a bill to provide for 
the taxing of life insurance companies, his 
clear and concise explanations of the com- 
plicated taxing formulas used by insurance 
industry, both past and present, brought 
him praise from its members as “one of the 
most informative witnesses ever to appear 
before the Committee.” The House Ways 
and Means Committee, by a committee reso- 
lution, also commended him for his valuable 
assistance to the committee during the past 
legislative year. 


As head of the Legal Advisory Staff Mr. 
Williams directs the drafting and issuing of 
the many regulations under the 1954 Inter- 
nal Revenue Code and related tax laws. Mr. 
Williams has not set a definite goal for the 
completion of all regulations under the new 
Internal Revenue Code, but hopes to have 
all the work completed by the end of 1955. 
Members of his staff have been instructed 
to strive primarily for clarity of regulation 
text, while at the same time completing the 
regulations program as quickly as possible. 


“Clarity of regulations is necessary for 
tax counsel and the Internal Revenue Agent 
who must use these regulations as a work- 


Washington Tax Talk 


Laurens Williams, Assistant 
to the Secretary of the Treasury .. . 


Practice Before the Treasury 


Washington Tax Talk 


ing tool,” Mr. Williams explained. “I have 
asked the regulation writing staffs of the 
Internal Revenue Service and of the Treas- 
ury Department to use short and compact 
sentences where possible, and to avoid long 
paragraphs. It would be a great relief to 
me and my staff to have this enormous job 
completed by the end of 1955. However, I 
will not sacrifice accuracy, clarity, and com- 
pleteness for the sake of meeting a deadline. 
That is why we have not set a definite goal 
for completing the regulations program.” 


Mr. Williams has been an active member 
of national and bar association pro- 
grams, and was moderator at the 1953 
annual meeting of the American Bar As- 
sociation on the discussion of “A Demonstra- 
tion of How to Handle a Federal Tax Case.” 


State 


The Commissioner 


Practice before the Treasury.—Here is 
an inside view of the enrollment procedure 
for practice before the Treasury Depart- 
ment. What follows is based upon a speech 
by George C. Lea, Director of Practice of 
the Internal Revenue Service. Mr. Lea 
spoke before a recent meeting of the Na- 
tional Society of Public Accountants. 


The office of Director of Practice is 
charged with the administration of the 
regulations relating to practice before the 
Treasury Department. These regulations 
were promulgated in accordance with ex- 
press statutory authority dating back to 
1884, and they are set forth in what we 
know as Department Circular No. 230. These 
regulations constitute the “bible” of Treas- 
ury Department practice and, for the first 
time in some years, they are presently in 
the process of being revised by the Secre- 
tary. Short of action by Congress, or further 
action by the Secretary, these regulations 
are the final word in defining and controlling 
the scope of Treasury Department practice. 
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Under existing law, the Secretary of the 
Treasury does not have authority to pre 
scribe regulations covering all practice in 
field of federal tax law. The 
authority of the Secretary is restricted to 


the general 


the promulgation of regulations specifically 


limited in application to practice before the 
Treasury Department. 


4 ‘Treasury card, however, is not a license 
to practice tax law generally. The scope 
of practice to which this card certifies is 
defined in the regulations “to comprehend 
all matters connected with the presentation 
of a chent’s interests to the Treasury De- 
partment.” This language implies a client, 
an appearance 
to represent 


on behalf of a client in order 
him, and that the client’s in- 
terest must relate to a pending matter be- 
fore the Treasury Department. See Petition 
of Kearney, 63 So. (2d) 630, regarding prac- 
tice as “federal tax 
which the 


Now, unfortunately, the 
tions are not 
matter is pending before the 
Generally, a 


counsel” in a state in 


lawyer was not 


lic ensed 


present regula- 


entirely clear as to when a 


Department. 
is pending before the 
time a tax return is 
filed and an examination of it by a revenue 
agent from the time a 
taxpayer makes a representation or inquiry 
to the Department 
question 


matter 
Department from the 


has commenced, or 


relating to a specifi 
Of course, whether a specific mat 
ter in fact comes within the 


ury practice is 


scope ot 7 reas 
difficult 
formula 
solve such questions. Each must 
be decided in the light of all its surrounding 


facts and circumstances 


otten a question 


There is no general that can re 


question 


Another major limitation is this 
ury practice involves only 
level It is 
presentation otf a 


Treas- 
practice at the 
limited to the 
interests to the 
Department as distinguished from the pre- 
sentation of his interests to the courts. Let 
me illustrate this distinction A 
files a return. A revenue 
question as to an 


administrative 


client’s 


taxpayer! 
raises a 
return. An 
enrolled agent possessing a Treasury card 
may, by virtue of the authority to 
it certihe qualify to 
advocate before the 
Department to the 
question in 


agent 
item in that 


which 
represent that tax 
payer as an ‘Treasury 
resolving this 
with the revenue 
agent, or with his supervisors or with other 
representatives ol 


end ot 
conterences 


in the 
If the question is 
not resolved to the satisfaction of the tax 
payer at this administrative level, the law 
permits him the right to take this matter 
to courts of competent 
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the Commissioner 


administrative hierarchy 


These 


October, 


jurisdiction 


1955 °@ 


courts may be either the Tax Court of the 


United States, the federal district courts or 
the Court of Claims. However, if the mat- 


ter is carried to any of these 


Treasury 


courts, the 


regulations have no application 
A Treasury card is not authority to 


practice 


The Treasury practice is the 
representation of a client before the De 
partment. Accordingly, the preparation of 
tax returns for a client, without 
not considered to 
of this practice. A card is not 
required in order to prepare a tax 
for another, 
is a 


there. 


before these courts 


scope or 


more, 1s 
come within the 


Treasury 


scope 


return 
whether or not for a fee, nor 
Treasury card required to qualify one 
witness to 


matters 


as a testily in respect to tax 
For example, where an accountant 
has prepared a return, he may appear be- 
fore the Treasury Department, even if not 
enrolled, to explain the factual basis of the 
information therein, and he may do so to 
explain books audited or kept by him. But 
if an unenrolled accountant appears in the 
capacity o! 
that of 


unless he is enrolled 


\ ‘Treasury 
and being 
it it 1s 


an advocate as distinguished from 


a witness, he will not be recognized 


card certifies to a privilege, 
a privilege it may be withdrawn 
Such privilege is 

entitled 
qualifications meeting the 


abused one to 


which 


anyone is who 


possesses 
standards 
fied in the regulations for enrollment 


privilege 


speci 
Che 
arbitrary 


cannot be withheld for 


or capricious reasons. Once granted, the 
privilege carries with it correlative duties. 
Chey 


include the duty of comporting one- 


self in accordance with the 


standard of 
common honesty, and the duty of conform 
ing with the certain ethical standards which 
7 he publi 


duties be meticulously 
privilege is 


the regulations specify 
requires that such 
discharged Che 
change for the 


interest 


given in ex 
those duties. 
It is taken away in disbarment proceedings 
where there is 


discharge of 


a failure to discharge those 
duties 


A Treasury 


filing, in 


obtained by 
application (Form 
No. 23) together with a signature card, with 
the office of Director of The ap- 
thereupon investigated. If the 
applicant is found to possess the qualifica 
tions prescribed, the card is issued If he 
lacks such qualifications, 
denied 


card can be 
duplhi ate, an 


Practice 
plicant is 


his application is 
But before any denial the applicant 
is given a full opportunity to be heard. On 
that score, the procedures discussed below 
are followed. Those procedures are designed 


(Continued on page 756) 
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Sections 452 and 462: 


Stormy Past but a Bright Tomorrow 


By STANLEY P. WAGMAN 


T HE relentless struggle of the past quar- 
ter century by lawyers and accountants 
to gain administrative, statutory or judicial 
recognition for tax purposes of the two 
principal characteristics of accrual account- 
ing—reserves for estimated expenses and 
deferral of prepaid income—was thought to 
have been favorably climaxed by the Presi- 
dent of the United States and by Congress 
in 1954. But with the passage of H. R. 4725 
on June 6, 1955, retroactively repealing Sec 
452 and 462 of the Internal Revenue 
Code of 1954, the struggle rages forth anew. 


tions 


Estimated Reserves 
for Known Future Expenses 


Historically, the early failure of the re- 


serve concept to be 


accepted as a device 
which would clearly reflect income stemmed 
from the all too liberal use of the 
and the 


purpose 


term 
employment 
contingency reserves. 
The former made it impossible to crystallize 
the reserve 


‘reserve,” universal 


of general 


for either 
evaluation or the matching of income 
and expenses.’ And the latter was misused 
tool to camouflage the true income 
picture.* Thus, in Brown v. Helvering, 4 ustc 
7 1223, 291 U. S. 193, the Supreme Court 


concept aS a device 


asset 


as a 


‘See American Institute of Accountants, Com- 
mittee on Accounting Procedure, Accounting 
Research Bulletin No 4 (October, 1948) 

See American Institute of Accountants, Com- 
mittee on Accounting Procedure, Accounting 
Research Bulletin No. 28 (July, 1947) 


Sections 452 and 462 


Future Revenue Loss Will Be 
Minimized by Statutory 
Definition of 452 and 462 Items 


gave judicial sanction to the Commissioner’s 
argument that, except as specifically pro- 
vided by statute,’ a liability does not accrue 
so as to become an deduction 
“contingent”—that is, 
where all the events have not occurred which 
make it fact and in amount. 
Apart from the significance attributed be- 
low to its earlier opinion in U. S. v. Anderson, 
1 ustc 7 155, 269 U. S. 422, the Court has 


not withdrawn from this position. 


allowable 
as long as it remains 


absolute in 


However, there is good reason to 
reappraise the narrow view adopted toward 
so-called “contingent” reserves and its under- 


lying considerations 


now 


The profession of ac- 
countancy, through long and rapid strides 
in the intervening decades, has created a 
new atmosphere for the recognition and 
acceptance of financial statements contain- 
ing reserves for estimated The 

‘Provisions recognizing bad debt and depre- 
ciation deductions, akin to 1954 Code Sections 


166 and 167, have appeared in revenue acts 
since 1913. 38 Stat. 167, 172 


expenses. 





Mr. Wagman is a member of the New 
York bar and was recently appointed 
Special Assistant to the 

Attorney General with the Appellate 
Section of the Tax Division, United 
States Department of Justice. 

The views expressed in this article 

do not necessarily reflect those 

of the Tax Division or 

of the Department of Justice. 


certified public accountant’s statement of 


approval* now rests upon a scientific-like 
approach to the theory and function of 
recording and analyzing financial statistics.’ 
Within this exacting frame of reference, the 
normal become 
susceptible to reasonably accurate predic- 
tion. Hence, by employing a clearly defined 
and conservative reserve concept for known 
future expenses together with the principle 
of prepaid income deferral, the certified 
statement presents a clear and accurate 
picture of the results of business operations 
for any given period. 


operations of a_ business 


The courts, unfortunately, are already em- 
broiled in a maze of inconsistent holdings * 
which mirror an active conflict between the 
the reserve “bugaboo”* and 
an acceptance of standard accounting prin- 
ciples applied consistently and in good 
faith.” The Treasury Department and its 
Internal Revenue taken 
Sut it is 
Supreme Court’s opinion in 


persistence of 


have also 
seemingly inconsistent positions.® 
felt that the 


U’. S. v. Anderson, above, can be interpreted 


service 


as doing much to bridge the gap between 


*See American Institute of Accountants, Codi- 
fication of Statements of Auditing Procedure. 

*See Neuner, Accounting Systems (3d Ed., 
1947), and Neuner, Cost Accounting (4th Ed., 
1952) 

* Compare Harrold v. Commissioner, 52-1 ustc 
79107. 192 F. (2d) 1002 (CA-4), with Patsch, 
CCH Dec. 19,288, 19 TC 189; La Salle Portland 
Cement Company, CCH Dec. 1533, 4 BTA 438, 
with Alpha Portland Cement Company v. U. 8., 
1929 CCH D-9231, 67 Ct. Cls. 680; and Capital 
Warehouse Company v. Commissioner, 49-1 usr« 
79120, 171 F. (2d) 395 (CA-8), with Towers 
Warehouses, Inc., CCH Dec. 15,587(M), 6 
TCM 59 

‘See, for example, Celluloid Company, CCH 
Dec. 3270, 9 BTA 989; Becken, CCH Dec. 14,689, 
5 TC 498; Buffalo Union Furnace Company v. 
Helvering, 1934 CCH {9416, 72 F. (2d) 399 
(CCA-2); Farmville Oil and Fertilizer Company 
v. Commissioner, 35-2 ustrc { 9424, 78 F. (2d) 83 
(CCA-4); Shapleigh Hardware Company vv. 
U. 8., %-1 { 9124, 81 F. (2d) 697 (CCA-8). 
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the hard and fast rule regarding “contingent” 


liabilities and accepted accounting practices. 


In U. S. v. Anderson, the Supreme Court 
held that a known prospective expense did 
accrue as a liability attributable to doing 
business in the current period so as to be- 
come an allowable deduction for that period 
where all the events by which it would be 
measured had occurred therein as absolute 
facts, even though the expenditure itself 
would not be experienced or the liability 
imposed as an absolute fact until the fol- 
lowing period. In our problem area are 
cases involving situations where an expense 
will be incurred as a practical certainty but 
where its amount, although capable of 
near-precise determination from entries cur- 
rently made, has not been fixed in the 
same sense as the munitions taxes in Ander- 
son. That is, in Anderson the government 
had imposed an annual tax on the manufac- 
ture and sale of munitions. The actual tax 
would be calculated in the following period 
by applying a percentage fixed by Congress 
to the net results of operations as abso- 
lutely reflected in the records for the con- 
cluded period. The percentage to be applied 
in the problem area now under review will 
not be an arbitrary percentage determined 
by Congress nor will all the financial sta 
tistics attributable to the business operation 
for the concluded period be absolutely re- 
flected in 
ratios 


the records. Instead, percentage 
will be determined for the relation- 
ship between different known expenditures 
or customary losses (subsequently to be 
incurred but directly attributable to any 
concluded period’s business operations) and 
gross income based upon the over-all busi- 
ness history of the company, or the over-all 
trend in the industry or a like business in 
the local area. And the facts already abso 





* See, for example, Rice, Barton & Fales, Inc 
v. Commissioner, 2 7" 545, 41 F. (2d) 339 
(CCA-1); Virginia-Lincoln Furniture Corpora- 
tion v. Commissioner, 1932 CCH { 9122, 56 F 
(2d) 1028 (CCA-4); Guggenheim v. Helvering, 
41-1 ustc {§ 10,022, 117 F. (2d) 469 (CCA-2); 
Air-Way Electric Appliance Corporation v. Guit- 
teau, 41-2 ustc { 9692, 123 F. (2d) 20 (CCA-6); 
Ohmer Register Company v. Commissioner, 42-2 
ustc § 9777, 131 F. (2d) 682 (CCA-6); Clark v. 
Woodward Construction VUompany, 50-1 ust 
1 9133, 179 F. (2d) 176 (CA-10); Pacific Grape 
Products Company v. Commissioner, 55-1 vustc 
{ 9247, 219 F. (2d) 862 (CA-9) 

* See, for example, G. C. M. 1342, VI-1 CB 177 
(1927), recommending that I. T. 1348, I-l CB 
51 (1922), be overruled (which had overruled 
O. D. 146, 1 CB 221 (1919)) and O. D. 146 be 
reinstated Also see I. T. 3956, 1949-1 CB 78, 
and compare Rev. Rul. 54-608, 1954-51 I. R. B. 5 
re: reserves for vacation pay, postponed 
Rev. Rul, 55-426, 1955-26 I. R. B. 30. 


USsT( 


’ 


by 
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lutely 
double 


reflected in the records will serve a 
purpose: (1) To the extent abso- 
lutely reflected therein, they represent part 
of the operating picture for the concluded 
period and the complete picture for previous 
periods; and (2) to the extent inherently 
reflected, in turn, in 
the key to 
picture tor 
percentage 


absolute facts, 
completing the net 
the current period 
estimates of known, 
regularly recurring, future expenses directly 
attributable to current operations. 


these 
there is 
operating 
through 


For example, consider an established busi- 
ness whose trade policy it is to give 6 per 
cent cash discounts for payment within 30 
days, and 2 per cent within 60 days, of the 
sales voucher date. The business operates 
under an accrual system of accounting on 
a calendar-year basis, and sells and ships 
considerable quantities of its merchandise 
in November and December. The records 
of past years show that 42 per cent of its 
accounts receivable are paid within 30 days 
and 34 per cent within 60 days. It would 
be patently not to deduct from 
gross profit on sales, as a financial expense, 
or include directly in 


erroneous 


the determination of 
gross profit on sales, as 
an amount for 
attributable to 


a selling expense, 
anticipated cash discounts 
November and December 
sales in the current period upon the basis 
of a ratio derived the 
of past periods. same 


from 
The considerations 
should apply, as a further example,” to a 
road construction company receiving full 
payment upon completion of a road but 
liable under contract for its maintenance for 
a period of having estimated from 
past that it will cost a certain 
amount per mile to maintain such a road 
Leaving the 


contract 


recorded facts 


years, 
experience 


consideration 
will 


thus 


aside that no 


additional into in 


be entered 


the following year, leaving the con 


tractor without income which to 


apply the maintenance expenses, or the pos- 


against 


sible relief available under the net operating 


loss carry-back and carry-forward provi- 


© Still further examples 
American business and industry 

sented at the Hearings Before the 
on Finance, United States Senate 
ist Sess., on H. R. 4725, May 11 
pp. 22-25, 67, 71, 87, 116-117; and the Hearings 
Before the Committee on Ways and Means, 
House of Representatives, 83d Cong., 1st Sess 

General Revenue Revision, p. 595. Also see the 
Hearings Before the Committee on Ways and 
Means. House of Representatives, on H. R. 4725, 
84th Cong., 1st Sess.; and H. Rept. 293, on these 
hearings—not cited in detail herein—which are 
to the same effect as the Senate Finance Com- 
mittee hearings and report cited throughout 
this article 


Sections 452 and 462 


most of 
were pre- 
Committee 
84th Cong., 
and 12, 1955, 


telescoping 


sions of the Code, it would be inaccurate 
to eliminate the known future maintenance 
expenses in estimated amounts from any 
calculation of net income earned under the 
contract. The conclusion is compelled that 
record-keeping and conservative 
good faith estimates are necessary and suit- 
able substitutes for 


accurate 


those facts not abso- 
lutely a matter of record in the concluded 
period. 


Deferral of Prepaid Income 


The other principal characteristic of ac- 
crual accounting moves us into an entirely 
different problem area. Instead of deter- 
mining the right to a current deduction for 
costs or losses incidental to doing business 
in the current period but which will not 
be experienced as absolute facts until a 
later period, we are now dealing with the 
right mot to declare as current income an 
advance receipt of funds which will be at- 
tributable to future performances pursuant 
to a contract entered into in the current 
period. Since the treatment of advance 
receipts is a problem peculiar to both cash- 
and accrual-basis taxpayers, it is not sur- 
prising that the “claim of right” doctrine 
developed to solve this problem should be 
a corollary to the doctrine of “constructive 
receipts” ™ applicable to cash-basis taxpayers 
present right to funds not yet 
reduced to possession 


having a 


Under the claim-of-right doctrine, where 
income which would definitely belong to a 
taxpayer pursuant to a contract or other 


claim of right has been reduced to his 


possession, with only the right to such pos- 
session being contested by a third party, 
or where some other contingency creates 


a seeming infirmity in title,” the factors 
of possession and economic benefit under 
the ostensible claim of right will generally 
outweigh the contingency or the pending 
suit and establish the increment of wealth 
as taxable when received.” Jut 


where 


"See Hilbert P. Zarky, ‘‘Problems in Con- 
structive Receipt and Deferral of Income,"’ Pro- 
ceedings of New York University Thirteenth 
Annual Institute on Federal Taxation, p. 53. 

2 See, for example, Gilken Corporation v. 
Commissioner, 49-2 ustc 9 9342, 176 F. (2d) 141 
(CA-6); Hirsch Improvement Company v. Com- 
missioner, 44-1 ustc { 9334, 143 F. (2d) 912 
(CCA-2); Clinton Hotel Realty Corporation v». 
Commissioner, 42-2 ustc § 9559, 128 F. (2d) 968 
(CCA-5). 

% Board v, Commissioner, 2 ustc 9 763, 51 F 
(2d) 73 (CCA-6). 





there is absolute doubt as to the taxpayer’s 
present or eventual entitlement to the in- 
crement™ or a definite and unconditional 
obligation exists to repay, apply or account 
for the increment,” 
is not 


mere physical possession 


sufficient to establish it as taxable.” 


As broadly set out above, absent the re- 
strictive considerations which followed, it 
should not be too difficult to this 
“bird in hand” approach in many cases.” 
The elements of (1) certainty in the deter- 
mination of taxable income, (2) immediacy 
in the collection of public revenues and 
(3) inability of the federal tax administrator 
to regularly determine tax liabilities on the 
basis of the equities in individual 
the principles underlying an effective tax 
are all However, 
the nature of many business operations makes 
that the 
deferral of 
broadened to 


accept 


cases— 


administration present 
restrictive 
prepaid 


financial 
18 


it imperative area per- 


mitting a income be 


avoid disaster and 


recognize practical realities 
In these 
either 


latter situations the taxpayer 
has not received income at all or the 
claim-of-right concept as originally devel- 
oped does not apply in the current period. 
That is, in one case he has merely received 
a sum oO! 
which he 


money pursuant to a contract 
will pay out in future periods for 
expenses which he is bound to incur for the 
benefit of the contracting party. And in this 
case the fund constitute a 
increment to taxpayer’s wealth nor does he 


derive 


does not real 
real economic benefit therefrom 
can technically be 
property It is 
rapidly exhausted 


any 
where it considered his 

and will be 
Taxpayer can be viewed 
as either a trustee depository or a conduit 


earmarked 


In the other case, the fund is so restricted 
as to really not be 
property 


considered taxpayer’s 
current period. That is, 
either is obligated to keep 
that amount available in future 
periods to be variously applied as a guar- 
anty or down payment against debts of the 
contracting party arising under the contract 


in the 
the taxpayer 
a fund of 


“See Sohio 
417-2 ustc { 9338 
but compare 
U. 8., 52-1 


Corporation wv 
163 F. (2d) 590 (CA of D. C.), 
Mutual Telephone Company v. 
19117, 100 F. Supp. 1644 (DC 
Hawaii); and compare National City Bank of 
New York v. Helvering, 38-2 ustrc { 9425, 98 F 
(2d) 93 (CCA-2), with Commissioner v. Wilcox, 
46-1 usrc 1 9188, 327 U. S. 404; and Gargaro v 
U. 8., 47-2 § 9377, 73 F. Supp. 973 (Ct. 
Cls.). with Haberkorn v. U. 8., 49-1 1 9224 
173 F. (2d) 587 (CA-6) 

% Virginia Iron, Coal 
Commissioner, 38-2 ustc { 9572, 99 F. (2d) 919 
(CCA-4); and compare Astor Holding Company 
v. Commissioner, 43-1 ustc 1 9408, 135 F. (2d) 
47 (CCA-5) Also see Knight Newspapers, Inc 
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Commissioner, 


usT< 


usT¢ 


usT¢ 


& Coke Company v 
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in favor of the taxpayer, or is bound to 
make available to the contracting party in 
the future the use of property or services 
having a value equal to the fund. Only 
when the taxpayer has been relieved of the 
contingency against full use and enjoyment 
or the liability to provide services or prop 
erty can the fund amount realistically be 
considered income 


Consider the following portions of a state- 
ment of Sidney Gelfand on behalf of the 
Metropolitan Associated Radio, Television 
& Appliance Dealers of New York:” 


assume an individual buys a tele 
shortly before Christmas, a peak 
season, and enters into a yearly television 
service contract, including installation, for 
$80. 


consider 


vision set 


The television servicing company will 
$20 earned for installation 
and defer $60 over the next year, picking 
up $5 income per month. If it is lucky, 
the service should not exceed the 
$60 and probably will be between $55 and 
$60. However, if the $60 is 
come when received, 
52% have to be paid, leaving 
company $28.80 to meet its expenses ol 
$55 to $60. This deprives the taker of the 
contract of the financial means of servicing 
the contract and makes it practically im 
possible for the 


cost, 


costs 


taxed as in 
income taxes up to 


the servicing 


servicing corporation to 


comply with public policy of protecting 


thousands of consumers. holding service 


’ 
contracts 


largest 
New York metropolitan area engaged solely 
in television service work failed, due to the 
fact that the income did 
not meet the costs. One of these companies, 
at the time of its petition, had more than 
20,000 contract holders with the face value 
of contracts set at $1,500,000. Another had 
15,000 contracts which paid in around $1 
million a year.” The distortion of practical 
reality—considering the receipt of 


Three of the companies in the 


contract service 


service 
contract funds, technically the property of 


v. Commissioner, 
1007 (CCA-6) 

% North American Oil Consolidated v. 
3 ustc 7 943, 286 U. S. 417 

7 See Astor Holding Company v 
sioner, cited at footnote 15 

% General Revenue Revision Hearings Before 
the Committee on Ways and Means, cited at 
footnote 10, at pp. 585-589; Hearings Before the 
Committee on Finance, cited at footnote 10, at 
pp. 29, 72, 85, 101, 108, 124-129, 140-145. 

” General Revenue Revision hearings, 
at footnote 10, at pp. 585-589 

* General Revenue Revision hearings, 
at footnote 10, at p. 587 


44-2 ustc 19417, 143 F. (2d) 
Burnet, 


Commis- 


cited 


cited 
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the taxpayer, as fully taxable income for 
the concluded period—brought about finan- 
cial disaster which might easily have been 


avoided. 


The courts have failed to develop any 
clear-cut rule in this area, although the deci- 
sions do rest heavily against deferrals.” 
However, the Treasury Department ruled 
in I. T. 3369, 1940-1 CB 46, that publishers 
of periodicals on the accrual basis, who over 
a period of years for tax purposes had con- 
sistently deferred the reporting of prepaid 
subscription income, would be permitted to 
to file this basis. No 
valid reason appears why all accrual-basis 
publishers, as well as taxpayers in other 
industries under the circum- 
stances related above, should not now bene- 
fit from such a policy 


continue returns on 


businesses or 


Sections 452 and 462 of 1954 Code 


Once it was recognized and accepted that 
the dynamic nature of the business process 
calls for the utilization of estimates when 
ever it becomes necessary to formulate the 
net results for any arbitrary cut-off period, 
the eventual rejection of the view that non- 
statutory loss or expense reserves are “con- 
tingent,” so far as reserves for known future 
expenses and losses are concerned, as well 
“bird in hand” approach to all pre 
payments of income, at least in those cases 
where the claim-of-right 
just application, was forecast.” 


as the 


doctrine has no 
In the President’s 1954 state of the union 
and budget messages he recommended that: 


“Tax accounting should be brought more 
nearly in line with accepted business ac- 
counting by allowing prepaid income to be 
taxed as it is rather than as it is 
allowing 


earned 
and by 
established for 


received, reserves to be 


known future expenses.” 


On the basis of this recommendation, 
Sections 452 and 462 were made a part of 
the Internal Revenue Code of 1954." Sec- 
tion 452 permitted accrual-basis taxpayers 
to elect to defer the reporting of advance 
receipts as income until the year, or years, 
in which, under taxpayer’s regular method 
of accounting, the income would be earned. 
Section 462 generally permitted such a tax- 


It should not be necessary for 

a taxpayer to include all possible 
items of estimated expense 
attributable to the trade or 
business within his election to be 
able to elect the reserve method for 
any single item, says the author. 


payer, at his election, to deduct, “in the 
discretion of the Secretary [of the Treasury] 
or his delegate,” reasonable additions to re- 
serves for estimated expenses. (Italics sup- 
plied.) In each case the election was to 
be on an “all or nothing” basis. That is, 
if a taxpayer wanted the benefit of the 
reserve or deferral provisions for any single 
item, he had to revise his accounting pro- 
cedures and fiscal planning to include “all 
estimated expenses [and prepaid income 
(with exceptions)] attributable to 
the trade or business.” And if the election 
was to be made without requiring the con- 
sent of the Secretary or his delegate, it had 
to be effective as of the very first taxable 
period affected by the new provisions. 


certain 


Problems of Administration; Repeal 


The many items potentially encompassed 
within the reserve for estimated expenses 
and deferral of prepaid income provisions 
made it convenient and seemingly feasible 
to draft these sections in general terms with 
the necessary clarification and specificity 
to come by way of regulations promulgated 
under the direction of the Secretary or his 
delegate From the outset, however, the 
tainted by two built-in 
a serious administrative 
problem militating against their retention and 
application. That is, (a) the requirement 
that the election be (1) made for all esti- 
mated expenses (and deferrals of income) 
attributable to the trade or business (2) in 
the first year of the statute’s operation 
(where necessity of Secretary’s approval 
sought to be avoided) combined with (b) 
the necessary telescoping or concentration 
into the taxable period beginning after De- 
cember 31, 1953, and ending after August 
16, 1954, of both the normal deduction for 


provisions 
defects as 


were 
well as 


21 See, for example, South Dade Farms, Inc. 
v. Commissioner, 43-2 ustc § 9634, 138 F. (2d) 
818 (CCA-5); South Tacoma Motor Company, 
CCH Dec. 13,789, 3 TC 411; Your Health Club, 
Inc., CCH Dec, 14,250, 4 TC 385; C. H. Mead 
Coal Company, CCH Dec. 8706, 31 BTA 190; 
but compare Veenstra & De Haan Coal Com- 
pany, CCH Dec. 16,715, 11 TC 964; Leedy-Glover 
Realty & Insurance Company, CCH Dec. 17,105 


Sections 452 and 462 


13 TC 95; Beacon Publishing Company v. Com- 


missioner, 55-1 usrt« 
(CA-10) 

2H. Rept. 1337, 83d Cong., 2d Sess., pp. 48-49, 
A159-A160, A162-A163; S. Rept. 1622, 834 Cong., 
2d Sess., pp. 62-64, 301-303, 305-307. 

% Pub. L. 591, Ch. 735, 68 Stat. 
452 and 462 


#9134, 218 F. (2d) 697 


729, Secs, 
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It should not be necessary for a 
taxpayer to make an election in the 
very first year of the statute's 

life to be able to make an election 
as to any single item without the 
approval of the Commissioner. 


expenses actually 
income earned in 


incurred (attributable to 
a prior period but not 
deductible under old law until this period) 
and the new deduction 
estimated future 


for the reserve for 
expenses (attributable to 
earning income in the current period but not 
actually to be incurred until a later period) 
as further affected by the newly allowed 
deferral of prepaid income, created a specter 
of revenue loss out of all proportion to that 
which was anticipated.” The Secretary 
reinforced this by suggesting that, through 
a manipulation of the nature or content of 
certain contracts, the deferral provisions 
Section 452 could be used to accom- 
plish the same result were the reserve for 
estimated expens« 
repealed.” 


under 


sections alone to be 


In the face of this, the broad discretion- 
ary power accorded to the Secretary by 
Congress was not considered by him ade 
quate or effective to stem the tide. The 
Secretary felt that his authority extended 
only toward limiting the amount but not 
the scope of the deductions or deferrals, 
that this was not too and that 
any other than retroactive repeal 
of both Section 452 and Section 462 would 
lead to prolonged litigation and conflicting 
rules. Thus, although tentative regulations 
had been “proposed” on January 22, 1955, 
they were not approved until June 8, 1955.” 
But by that time the Secretary had already 
procured the repeal of both sections.” 


even clear 


action 


* A revenue loss of at least ten or 20 times 
the original estimate of $47 million was pic- 
tured, possibly to run into the Dillions of 
dollars Senate Finance Committee hearings, 
cited at footnote 10, at pp. 6 and 21. 

% Senate Finance Committee hearings, 
at footnote 10, at pp. 75, 77 and 90-91. 

* Senate Finance Committee hearings, 
at footnote 10, at pp. 3-4, 67, 11 and 13 

“T. D. 6134. 

*H. R. 4725 was sent to the President on 
June 7, 1955. 

* Senate Finance Committee hearings, 
at footnote 10, at pp. 24-25, 71, 74 and 79. 

*Senate Finance Committee hearings, cited 
at footnote 10, at pp. 21, 24, 55, 57, 59, 65, 68, 
70-71, 83, 88, 100, 119 and 138. 

"1. T. 3956, 1949-1 CB 78. 

"Senate Finance Committee hearings, 
at footnote 10, at pp. 8 and 11. 
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The view was many times expressed by 
businessmen, accountants and lawyers at 
that the problems of scope 
and amount of the deductions and deferrals 
available under 1954 Sections 452 
and 462 were not insurmountable and could, 
in fact, have been satisfactorily and effec- 
tively remedied, in the 
gation, by the use of 


the hearings 


( ‘ode 


main without liti 
(those 
already proposed or ones pursuant to the 
“Staff Plan”™) which would specify the 
items contemplated to be within or outside 
the purview of 


regulations 


these sections and would 
provide for an apportionment of the initial 
revenue loss over a number of years.” More- 
over, of the two items involving the great- 
est revenue both 
Section 462, one (reserve for vacation 
was already recognized by the Treasury 


k SS, 


under 
pay) 
* and 
a regular part of accounting systems through- 
out the nation, and the other (reserve for 
maintenance and repair of plant and equip- 
ment) is acknowledged as not being within 
the intendment of Section 462." More ac- 
curate estimates of revenue loss were also 
available when repeal was recommended.” 


arising 


It was similarly felt by many appearing 
at the hearings that any representations by 
the Secretary as to a “double deduction” 
or “windfall” having been created by Sec- 
tion 462 are misleading.“ The view was 
expressed, rather, that the provisions only 
correct past injustices which have resulted 
from the taxation of fictitious income. It 
would seem that the telescoping or con- 
centration of economic effects of a tax 
revision in one year can be adjusted as in 
other cases.” The Senate 


Finance Com- 


mittee also recognized™ that the problem 


with a reserve for estimated expenses, in 
this respect, is one of timing or allocating 
the initial deductions. The other and pos- 


sibly only real problem is that of scope— 


Cc. F. R. 1,462-5(c)(3) (T. D 
[. R. B. 12, 27-28). 
“Senate Finance Committee hearings, 
at footnote 10, at pp. 21, 44 and 53-54 
“Senate Finance Committee hearings, cited 
at footnote 10, at pp. 25-26, 39, 59, 93 and 96-97. 
* Senate Finance Committee hearings, cited 
at footnote 10, at pp. 93, 97 and 118-119 
*”Senate Finance Committee hearings, cited 
at footnote 10, at pp. 2-3. The Committee on 
Finance, in its report, contemplates the prob- 
lem arising ‘‘when a taxpayer changes account- 
ing methods’’ which would seem to infer a 
change-over from cash- to accrual-basis account- 
ing. But actually the same considerations apply 
to an accrual-basis taxpayer under the old and 
now reinstated tax treatment of reserves for 
estimated expenses. 


6134, 


1955-26 


cited 
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With regard to the telescoping or 
concentrating of deductions in the 
transitional year for the estimated 
expense reserves, the author 
believes that provisions should be 
made for apportioning any revenue 
loss over an extended period. 


that is, the proper subject matter for such 


reserves, 


Similarly it was felt™ that the suggestion 
that Section 452 would be used instead of 
Section 462, relied upon to stigmatize the for- 
mer along with the latter, was unfounded; 
that there is no real chance of abuse or 
revenue loss under deferral of prepaid in- 
come provisions; and that this characteristic 
of accrual accounting, already recognized 
by the Treasury in special cases (I. T. 3369, 
1940-1 CB 46), should be recognized gen- 
erally, pursuant to suitable regulation. It 
is submitted, however, that where an un- 
restricted increment to a taxpayer’s funds 
has been made, although in advance, the 
economic benefit derived justifies character- 
izing the receipt as a event. The 
only real problem in this area then is one 
of articulating the distinction between true 
claim-of-right and where de- 
ferral is in order. 


taxable 


cases those 


New 452 and 462 


Repeal of Sections 452 and 462 does not 
solve the problem. The case for the recog- 
nition of estimated expenses 
prepaid income is no 
less sound and persuasive and the uncer- 
tainty rampant in the existing case law and 
Treasury decisions is no 


reserves for 


and the deferral of 


less in need of 
effective clarification. Accordingly, the Sen- 
ate Finance Committee has reported™ that 
it plans to begin studies in the near future 
to devise proper substitutes for the repealed 
sections and expects to report out legisla- 
tion dealing with prepaid income and re- 
serves for estimated expenses at an early 
date. It is felt that any successful replace- 
ment for the repealed sections should in- 
corporate the three key features discussed 
below. 





"Senate Finance Committee hearings, cited 
at footnote 10, at pp. 29-32, 72, 75-77, 79 and 
89-91. 

*S. Rept. 372, 8th Cong., Ist Sess., p. 6 

* Senate Finance Committee hearings, cited 
at footnote 10, at pp. 24, 26, 60, 65, 70, 84, 88, 
100 and 141. 


Sections 452 and 462 


To begin with, the former “built-in defects” 
should be left out. That is, it should not 
be necessary for a taxpayer to include all 
possible items of estimated expense attrib- 
utable to the trade or business within his 
election to be able to elect the 
single item; nor should a 
have to make an 
year of the 


reserve 
method for any 
taxpayer 
first 


election in the 
statute’s life to be 
able to make an election as to any single 
item without the approval of the Commissioner. 


very 


Then, with regard to the telescoping or 
concentrating of deductions in the transi- 
tional year for the estimated expense 
reserves (with the combined effect of defer 
ring any prepaid income), provision should 
be made for apportioning any revenue loss 
over an extended period. Periods of from 
three to five, to even ten, years have been 
suggested.” It may well be advisable to 
provide a flexible range—from three to ten 
years, for example—rather than one arbi- 
trary time period, and leave it within the 
discretion of the Secretary or his delegate 
to establish proper time periods for different 
cases. The Secretary could then promulgate 
regulations providing for the apportionment 
of transitional deductions 
graduated scale in 
amount * 


according to a 
terms of years and 
the larger the amount the greater 
the number of years over which it would be 
apportioned—“unless otherwise determined.” 
Thus the Secretary’s broad discretionary 
power would always be retained. The im- 
port of the regulations dealing with prepaid 
income to be earned over short (Section 
1.452-2), long (Section 1.452-4) or indefinite 
(Section 1.452-3) periods of time should 
also be retained and their language can be 
partially incorporated into the text of the 
statute, leaving the function of example or 
illustration to the regulations. Ultimate deci- 
sions would be made on the basis of applica- 
tion reports (to be devised) and supplemental 
audits or conferences where necessary. 


Finally, insofar as the intended scope of 
these sections is concerned, specific items 
must be incorporated into the statute. In 
this regard, the text of the “proposed” 
regulations (26 C. F. R. 1.452-8; 26 C. F. R 
1.462-5) can serve as a suitable base for 
the statute. It is already clear from the 
testimony at the hearings before the Senate 


(Continued on page 725) 


“ See, for example, the suggestion of Amer- 
ican Retail Federation, Senate Finance Com- 
mittee hearings, cited at footnote 10, at p. 84. 








This Question, Involved in Direct 


Sales Under the Manufacturers’ Excise Taxes, 


Needs a Congressional Answer 





What Is a Taxable Sale Price? 


W HEN an excise tax or a general sales 
tax is levied upon the final sale to the 
consumer, the tax be applied to the 
actual selling price without giving rise to 


competitive disturbances, except for adjust- 


can 


ments necessary when some special types 
of services, such as repair, delivery or credit, 
not themselves taxable, are rendered in con 
junction with the sale of the product. Apart 
from this question of services, which is of 
in a few lines of re 
the use of the selling price creates 


minor concern except 
tailing, 
no problems, since the entire production and 
distribution cost is included in the sale price 
figure, regardless of the type of distribution 
channel through which the commodity has 
passed.’ However, whenever such a tax is 
levied at an earlier stage in the manufac 
turing and distribution channels, the use of 
the actual sale price as the base for the tax 
on all transactions will create competitive 
inequities, since the nature of the distribu- 
tion channels through which the commodity 
passes will affect the tax liability. 


The problem is particularly intense if the 
tax is levied at the manufacturing level ice 
manufacturers may perform widely varying 
ranges of distribution activities, and even 
a portion of the activity ordinarily regarded 
as constituting manufacturing may be passed 
distributors. There are four major 
types of channels through which manufac- 
turers may sell: 


on to 


(1) The manufacturer may sell to a very 
large buyer, such as a chain-store system or 
mail-order house, which understakes virtu- 
ally all distribution work, plus certain func- 
tions usually performed by the manufacturer, 


such as warranty and advertising. The buyer 
may even conduct his own research, pro- 
vide engineering and product-planning as- 
sistance to the manufacturer, and even provide 
tools for use in production, containers, etc. 
As a result, the taxable price will, of course, 
be relatively low, compared to that paid by 
other buyers. 


(2) The manufacturer may sell to whole- 
salers, at a price in excess of that charged 
the large mail-order or chain buyer. 


(3) The manufacturer may sell to ordi- 
nary retail stores, either directly or through 
his own wholesale branches or sales sub- 
sidiaries. In this case the producer is under- 
taking the usual wholesaling functions, and 
is, therefore, typically charging a higher 
price than in transactions (1) and (2). 


(4) The manufacturer may sell to the 
final consumer, directly or through his own 
retail outlets. In this case he has taken on 
all distribution functions, and charges a 
higher price than the figures paid in the 


other three types of transactions. 


If, in a particular industry, all manufac- 
turers used the same type of distribution 
channel, no discrimination would arise from 
the application of the tax to the actual sales 
price, so far as the firms were concerned, 
although the tax burden, relative to con- 
sumer expenditures on the commodity, would 
be relatively high if the manufacturers per- 
formed most of the distribution functions. 
Actually, however, various firms in a par- 
ticular industry may employ different chan- 
nels; thus, a sales or excise tax levied on 
the actual selling price by the manufacturer 





* The consumer bears less tax, of course, per 
unit of physical product, if he buys the item 
through a cheaper source (a discount house, for 
example). But, presumably, the customer pay- 
ing the higher price through other channels does 
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so because he prefers the service, prestige, etc., 
of these outlets, and therefore neither he nor 
the firms selling to him can claim discrimina- 
tion because the tax is a larger dollar sum (but 
the same percentage). 
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By JOHN F. DUE 


Professor of Economics, 
University of Illinois 


would penalize those manufacturers under 
taking to perform extensive distribution func- 
tions. For an extreme example, suppose that 
one manufacturer is selling radios to whole 
sale distributors at $25, while a competing 
firm is selling comparable radios directly to 
consumers at a $50 price. With a 10 per 
cent tax on the actual sale price by the 
manufacturer, the tax would be $2.50 in 
the first channel, and $5 in the second. 


Recognition of Problem in United States 


In 1932, when it recommended a general 
manufacturers’ sales tax, the House Ways 
and Means Committee noted the problem 
and urged that the tax be applied in such 
a manner that discrimination among compet- 
ing firms be avoided.” The committee sug 
gested conferences between the Bureau of 
Internal Revenue and representatives of the 
various industry groups to devise means of 
determining, in each case, the appropriate 
price at the manufacturing level to serve as 
the base of the tax in such a manner that 
when manufacturers sold to retailers or con 
sumers at prices higher than those charged 
wholesalers, the price base for application of 
the tax would be the price which would have 
been charged if the sale had been made to 
a wholesaler. 


The tax proposal was, of course, 
rejected, and a number of manufacturers’ 
excise were introduced instead. The 
committee proposal with respect to the price 
base for a sales tax was greatly modified 
as applied to the excises. The act provided 
the following: 


sales 


taxes 


“Tf an article is— 
“(1) sold at retail; 


sold on consignment; or 


sold (otherwise than through an arm’s 

length transaction) at less than the 

fair market price; 
the tax under this chapter shall (if based 
on the price for which the article is sold) 
be computed on the price for which such 
articles are sold, in the ordinary course of 
trade, by manufacturers or producers thereof, 
as determined by the Commissioner.” 


This rule has been retained down to the 
present time, and was incorporated, in un 
changed form, into the 1954 Internal Reve 
nue Code, as Section 4216(b). In terms of 
the rule, adjustments of price for tax pur- 
poses are made only if the manufacturer 
sells directly to final consumers, or sells, 
in transactions not at arm’s length, at less 
than the “fair market price” (apart from the 
relatively rare case of consignment sales) 
The actual selling price is taxable on all 
other transactions, whether the purchasers 
are large chain stores, ordinary wholesalers 
or small retailers 


The Regulations 


In order to facilitate interpretation of the 
section providing for adjustment of price 
on direct sales to consumers, and for de- 
termination of price in non-arm’s-length sales, 
the Internal 
certain 


issued 
deter- 
The 


has 
the 
cases, 


Revenue Service 
regulations relating to 
mination of the price in such 


pertinent portions follow 


“The fair market price is the price for 
which articles are sold by manufacturers at 
the place of distribution or sale in the ordi- 
nary course of trade and in the absence of 
special arrangements 


“Where a articles at 
retail, the tax on his retail sales ordinarily 


manufacturer sells 
will be computed upon a price for which 
similar articles are sold by him at wholesale 
However, in such cases it must be shown 
that the 
bona fide practice of selling the same articles 
If he 


has no such sales at wholesale, a fair market 


manufacturer has an established 


in substantial quantities at wholesale. 


price will be determined by the Commissioner 

“If a manufacturer sells regularly at whole- 
sale at several varying but bona fide rates 
of discount, ordinarily his average selling 
price for the smallest wholesale lots will be 
the basis of tax with respect to retail sales. 


All sales at wholesale are subject to tax on 





? See H. Rept. 708, 72d Cong., 1st Sess., 1939-1 
CB 480. 
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the basis of the actual sale price of each 
article so sold.” * 


Thus, a firm selling both at wholesale and 
at retail will use its wholesale selling price 
(or the highest one, if there are several) as 
the basis for tax on the retail sales. If it 
sells only at retail, it must determine a whole- 
sale price figure acceptable to the Service, 
or have the latter establish one. This is 
sometimes done by using a discount tech- 
nique: If a more or less standard markup 
exists in the industry, a discount figure is 
derived from this for the purpose of reduc- 
ing the retail sales price for tax purposes. 
Otherwise, the Service can do little more 
than attempt to make a reasonable estimate 
of what the wholesale selling price would 
be. The fact that rulings on excise tax ques- 
tions are not published makes a detailed 
analysis of the procedures followed difficult 


Sales by Manufacturers to Retailers 


The law makes no provision for adjust- 
ment of price for tax purposes when the 
manufacturer sells to retailers rather than 
through wholesale distributors. In those cases 
in which manufacturers actually sell to re- 
tailers at prices higher than those charged 
for similar articles by competing firms who 
sell to wholesalers, definite discrimination 
results. But firms long ago discovered a 
relatively easy route of escape from this 
higher tax liability. This route involves the 
establishment of a sales subsidiary; the manu- 
facturing firm, technically, sells the goods 
to this subsidiary, which in turn sells to 
retailers. This procedure is from all indica- 
tions relatively widespread. 


Since the subsidiary company is con- 
trolled by the parent company, the sale to 
the subsidiary is not an arm’s-length trans- 
action, and thus the Service has the power, 
under Section 4216(b) (3), to establish a fair 
market price if the actual price is below 
a figure.* In the earlier years of the 
law, the Service utilized in part the so-called 
“rim of the group” rule, essentially requiring 
payment of tax on the selling price by the 
sales subsidiary, that is when the article 
went over the “rim of the group” of con- 
trolled firms. To the extent that this rule 


such 


‘Regs. 46, Sec. 316.15 (1940). This portion of 
the regulations has not been revised since the 
1954 legislation, but no drastic changes are ex- 
pected, since law relating to this question was 
not changed. The ambiguous phrase ‘average 
selling price’’ may be modified. 

*With respect to this question, Sec. 316.15 
of the regulations merely states: “When a 
sale is not made at arm's length and the price 
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was followed, the establishment of sales 
subsidiaries did not reduce tax liability. The 
rule, apparently, was never strictly applied 
in most industries but was used mainly in 
the fields of cosmetics and furs (then taxed 
at the manufacturing level). With cosmetics, 
a large portion of the cost of the final 
product is represented by the expenses of 
packaging; by transfer of this activity to 
wholesale subsidiaries, the manufacturers not 
only eliminated competitive disadvantages aris- 
ing out of direct selling, but also greatly 
reduced tax liability beyond this. In one 
case the taxable price was cut from 23 cents 
to two cents per package by this procedure. 
For this reason the “rim of the group” rule 
was developed. 


The action of the Internal Revenue Serv- 
ice in applying the “rim of the group” rule 
and taxing the sale price of the wholesale 
subsidiary was upheld by the courts in a 
series of cases.” However, the Service soon 
recognized the inequity involved in taxing 
the full price of the sales subsidiary, and 
gradually shifted to a policy of determining 
fair market price in such cases by reducing 
the retail sale price by a discount based 
upon typical margins of retail and whole- 
sale distributors in the field. Eventually 
the taxes on cosmetics and furs were trans- 
ferred to the retail level because of the 
particular problems involved in making 
satisfactory price adjustments in these fields 

With the elimination of the cosmetics and 
fur taxes from the manufacturers level, the 
“rim of the group” theory gradually was 
abandoned, and the Service implicitly accepted 
the principle that the price charged a sales 
subsidiary was the appropriate tax base, 
provided that it approximated what the 
Service regards as fair market value. This, 
in turn, is determined (just as in the case 
of price adjustments for tax purposes on 
retail sales by manufacturers) either on the 
basis of prices actually charged independent 
wholesalers by the firm, or on the basis of 
a discount from list price which, in the 
estimation of the Service, represents typical 
wholesale margins in the field. Thus, in effect, 
despite the absence in the law and regula- 
tions of any provisions for adjustment of 
price for tax purposes on sales by manufac- 





is less than a fair market price (as in the 
case of intercompany transactions at cost or at 
a fictitious price) the tax is to be computed 
upon a fair market price to be computed by 
the Commissioner.”’ 

5 Bourjois v. McGowan, 35-2 ursc § 9634, 12 F. 
Supp. 787; Inecto, Inc. v. Higgins, 37-2 usrtc 
{ 9554, 21 F. Supp. 418; and others. 
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turers to retailers, the discrimination against 
firms selling in this manner has largely been 
eliminated by the use of sales subsidiaries 
and the acceptance by the Service of the 
principle that the sale price to these firms 
(if a reasonable one) is the appropriate base 
for the tax in these cases. 


Evaluation of Present Situation 


The practices 


which have developed to 
lessen tax 


discrimination against manufac- 
turers performing wholesale functions and 
selling directly to retailers have, from all 
indications, largely accomplished their pur- 
poses. There is surprisingly little complaint 
against the operation of the present act on 
the basis of discrimination against direct 
selling, and actual discrimination appears to 
be relatively rare. 


However, the present situation is by no 
means entirely satisfactory. The law does 
not recognize the problem, and the escape 
from the discrimination arisen out of 
the use of essentially extralegal devices, with 
the tacit approval of the Service, which 
recognizes that any other policy would produce 
undesirable competitive results. Yet the 
present policies have no basis in law; clearly 
the Service could, under the law, require 
payment of tax on the basis of the prices 


charged by the sales subsidiaries.‘ 


has 


Firms in 
general have no right of appeal on decisions 
relating to fair market value, except in ex- 
treme cases. 


A more significant objection to the present 
procedures is the considerable degree of mys-~ 
tery which surrounds the actions of the 
Service with respect to the question, largely 
because of the to publish rulings. 
When one firm obtains a concession of some 
type taxable value, competing 
firms may not learn of this for long periods 
Without doubt some firms, especially smaller 
ones, are not familiar with the methods 
which are available to them to reduce price 
for tax purposes on direct sales 


failure 


relating to 


There are no 
standard discounts for tax purposes for par- 
ticular industries, as in Canada. 


Third, the present procedure compels firms 
to establish wholesale sales subsidiaries if 
they are selling taxable items directly to re- 
tailers, and wish to minimize tax liability 


There is always objection to features in the 


See the statement of the American Bar As- 
sociation in the Hearings of the Ways and 
Means Committee on General Revenue Revision 
(1953), Pt. 3, p. 1791. 

‘A similar problem with the Canadian Manu- 
facturers’ Sales Tax has led to a major court 
case (one of the few which have arisen under 
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operation of taxes which result in changes 
in methods of business organization 
procedure for tax purposes alone. 
more, tor 


and 
Further- 
various reasons some firms may 
be unable or unwilling to such 
subsidiaries; as a consequence they suffer 
a discriminatory tax burden, Such cases are 
not numerous, but examples can be given 
In the electrical appliances industry, most 
sales are made through wholesale outlets, 
and little discrimination But 
manutacturer preters to sell di 
without establishing a 
sales subsidiary, and finds itself penalized, 
taxwise, for so doing 
industry, one 
articles 


establish 


thus arises. 
stove 


rec tly to 


one 


retail rs, 


In the radio and tele 
vision manutacturer of 
quality 


retailers, 


high 
preters to sell directly to 
without a wholesale subsidiary, 
but in so doing bears a heavier tax burden 
than his competitors, who sell to wholesalers. 
The most publicized case, however, is that 
of plate glass for replacement use in auto- 
mobiles. Iwo companies produce almost all 
of the output of this product; one sells 
through wholesale outlets, while the other 
sells directly to retailers, and is unwilling 
This firm is 
in the tax on this glass 
from an ad valorem to a specific (square foot) 


to establish sales subsidiaries. 


now secking change 


basis, in order to eliminate the discrimination. 


It is also argued 


cedures 


that the present pro- 
particularly favorable treat- 
ment to the sellers of private brands. These 


allow 


firms, usually very large buyers, contract for 
the purchase of the commodities in large 
quantities from the manufacturers, with special 
brand names being applied. Because of the 
large volume of purchases and the fact that 
the buyers assume responsibility for adver 
tising, warranty and other functions typi- 
cally performed by manufacturers, they are 
able to buy at than 
-harged wholesalers on ordinary transactions 


in standard 


lowe r prices those 
commodities of 
Thus the tax burden 


solution to this problem is 


brands of the 
comparable quality.’ 
The 


not easy to find. To raise the price for tax 


is lower 


purposes on such sales to the level charged 
number of 
transactions requiring Service approval, and 
create a host of new problems; to reduce 
the taxable price on other sales to the pri- 


wholesalers would increase the 


vate brand sales figures would also add to 
administrative problems. But without ques- 


tion, the present treatment gives some tax 


the tax) now pending, relating to the sale of 
automobile tires to mail-order houses and chain 
establishments by the manufacturers at lower 
prices (and thus with lower tax) than the regu- 
lar wholesale prices. The case is known as the 
Canadian Tire case 


72) 








advantage to the buyers able to perform 


certain functions normally in the hands of 
the manufacturers. 


Proposals for Change 


Objectionable features of the present treat- 
ment have recognized, but only in 
recent has attention been given to 
possible reform, and this attention is still 
rather limited. The problem was noted by 
the Ways and Means Committee in 1932, as 
mentioned 


been 
years 


In 1942, when the Treasury was 
studying the possible use of a federal sales 
tax, it indicated the need for some type of 
adjustment of sale price for tax purposes on 
sales by manufacturers to wholesalers or re- 
tailers, should a manufacturers’ sales tax be 
used; it considered this problem as one of 
the major administrative objections to the 
imposition of a 
level.* 


The question received brief attention in 
the hearings of the Ways and Means Com 
mittee in 1947-1948, and in 1951, in the state- 
ment of the Radio-Television Manufacturers 
Association. In that year the Reed-Campbell 
bill was introduced into the House, for the 
purpose of placing in the Code a sanction of 
the procedures now generally followed, and 
of lessening the need for firms to establish 
wholesal Its main provisions 
would insured by law that whenever 
manufacturers sold through controlled whole- 
sale outlets the taxable price would be the 
figure on the sale to the unit, 
than the sale by it, and that when 
manufacturers sold directly 


sales tax at the manufac- 


turing 


subsidiaries 
have 


wholesale 
rather 
to retailers the 
should be 


price tor tax purposes 


distribution involved sub 
tracted from the The 
latter provision would have been difficult to 


and the bill 


consideration 


costs 


operate, received no 


serious 


In 1953 more attention 
The 


Administration of the 


was given to the 


problem Subcommittee on Excise 
National 
of Manufacturers made an extensive survey 
administration in that 
and on August 11 the chairman of the sub 
committee, Mr. M. G. Paul, Jr., of the 
Philco detailed 
statement operation of the excise 


Ways and 


Tax 


Association 


ot excise tax year, 


Corporation, presented a 


taxes to the Means Committee, 


* See Considerations Respecting a Federal Re- 
tail Sales Tax, Hearings of the Ways and Means 
Committee, 78th Cong., Ist Sess., on revenue re- 
vision of 1943, p. 1120 

* As noted above, at present, when sales are 
made through contro'led wholesale units, the 
tax normally is applied to the manufacturer's 
selling price, so long as it approximates an 
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including discussion of the discrimination 
under the existing rules relating to the price 
base for tax purposes.” Supplementary ma- 
terial August 26. The 
Paul indicated the type of dis- 


crimination that resulted from the existing 


was presented on 


statement 


law, and urged a change in legislation to 
authorize the Commissioner to establish a 
“fair manufacturer’s price” whenever a manu- 
facturer makes a sale of a taxable article at 
“other than the first level of distribution.” 
In other words, the scope of the present 
Section 4216 would be extended to provide 
for downward adjustment of price for tax 
purposes when the manufacturer sold to re 
tailers as well as in those cases in which he 
sold to final consumers. 


In accordance with this suggestion, Repre- 
sentative Simpson introduced H. R. 9746, 
providing for the readjustment of price for tax 
purposes whenever the sale was made other 
than at the “first level of distribution.” The 
Internal Revenue Service, unofficially at least, 
was not sympathetic to this type of change, 
as its freedom of action would have been 
reduced, and the taxpayers’ chances of ap- 
peal increased. 


A provision somewhat similar to that of 
the Simpson bill is included in the Mason 
bill (H. R. 5694), introduced in the First 
Session of the Eighty-fourth Congress, pro- 
viding for the replacement of the nonsump- 
tuary general manufacturers’ 
The Mason bill contains a very 
detailed provision with respect to the de- 


excises by a 
sales tax. 
termination of the sale price, providing that 
the price shall apply, at the discretion of the 
manufacturer, to either the actual sale price, 
The latter 
is defined as the lowest figure arrived at by 


or the “fair manufacturers’ price. 


three alternative methods of calculation: 


“1. By adding to the direct cost of manu- 


facture of the product a ‘manufacturers’ 


This 
the Secretary (in practice, by the Bureau) for 


markup rate’ would be 


specified by 
each industry, on the basis of the ‘average of 
the percentage used by the manufacturers 
classification in determining 
added to the 


turers’ cost to arrive at the sale price of 


in the industry 


the amount to be manufac- 


an article sold at the first level of distri- 
bution’ 
arm’'s-length figure 3ut on the basis of court 


decisions the tax could in some cases be applied 
to the selling prices of the wholesale units. The 
bill would have specifically required the former 
treatment 

” See Hearings of the Ways and Means Com- 
mittee on General Revenue Revision (1953), Pt. 
3, pp. 1700-1701, 1721, 1780, 1791 
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“2. By reducing the established retail 
price of the article by the ‘manufacturers’ 
discount rate’. This figure would be speci- 
fied by the Bureau for each industry, at a 
level ‘to reflect . . . the amount to be 
deducted from the manufacturer’s estab- 
lished retail price to determine for that 
classification the sale price of an article 
sold at the first level of distribution’. 


“3. By other methods which the Secre 
tary shall prescribe.” 


The first level of distribution is defined 
as the level at which a substantial number 
of manufacturers sell articles at their lowest 
prices in arm’s-length transactions 


The aim of these provisions is, of course, 
to avoid discrimination against firms selling 
directly to retailers or consumers. But the 
provisions appear ambiguous; application of 
the first method would particularly create 
difficult problems of interpretation for both 
the government and the taxpaying firms 
It is surprising that such complex yet vague 
rules would be placed in a bill the provi 
sions of which were worked out by the repre 
sentatives of an organization of businessmen 
(the National Association of Manufacturers) 


The Simpson bill has received no serious 
consideration, and the Mason bill is likely 
to fare no better this year than in previous 
years. Since neither the Treasury nor the 
Internal Revenue Service appears to be 
sympathetic to the type of proposal recom 
mended by Paul and contained in the Simp 
son bill, a basic change in policy is not 
likely to be sponsored by the administra- 
tion. The question received brief attention 
again in the 1954 Ways and Means Com 
mittee hearings, with suggestions for es- 
tablishment of the “unlicensed wholesale 
branch provisions” of the Canadian sales 
tax, but no action was taken.” Two bills 
have been introduced this year to transter 
the tax on automobile glass to a specifi 
rate basis 


Canadian Experience 


The problems of attempting to adjust 
price for tax purposes back to the manu 
facturer-to-wholesaler level in all cases, 
especially under a manufacturers’ sales tax, 
have been illustrated very well in Canadian 


“The newly formed National Committee on 
Federal Excise Taxation, under the direction of 
M. G. Paul, Jr., has listed in its prospectus as 
one of the desirable reforms in the excise taxes 

‘To relieve tax differentials among competi 
tors caused solely by differences in sales meth- 
ods, the Secretary or his delegate should be 
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ee 


Canada has levied a tax on all sales 
of finished products by 
manufacturers (except for 
specifically exempted articles, such 
as most foods) for more 

than 30 years, in recent years at a 
rate of 10 per cent. 


experience. Canada has levied a tax on 
all sales of finished products by manufacturers 
(except for specifically exempted articles, 
such as most foods) for more than 30 
years, in recent years at a rate of 10 per 
cent. This is supplemented by manufacturers’ 
excise taxes on a number of items, with 
coverage roughly similar to our own ex- 
cise taxes. The law requires that the tax 
be applied to the actual selling price, making 
no provision for adjustments downward 
when the manufacturer sells to retailers 
or consumers, 


From the first days of the tax, however, 
the Department of National Revenue con- 
sidered it imperative, in the interest of 
avoiding competitive disturbances, to reduce 
the price for tax purposes on sales by manu- 
facturer, to retailers and consumers, and has 
developed a complex system for doing so 
This has been discussed in detail else- 
where,” and will merely be summarized 
here. When manufacturers sell directly to 
retailers or consumers, they are usually 
permitted to apply the tax to the transfer 


’ 


to an “unlicensed wholesale branch,” rather 
than to the actual sale to the customers. 
These branches are, in most cases, purely 
legal fictions. The price for tax purposes 
on such transfers is determined in either 
of two ways. For a number of industries, 
the Department of National Revenue has 
specified certain percentages which may 
be deducted from the actual selling price to 
determine the tax-base price; for example, 
on sales of jewelry by manufacturers di- 
rectly to retailers the deduction is 20 per 
cent; on direct sales to consumers it is 50 
per cent. The alternative method is to 
allow manufacturers to use the prices at 
which they actually sell to wholesalers as 
authorized to establish a fair manufacturers’ 
price whenever an article is sold at other than 


the first level of distribution within the 
industry 


"See J. F. Due. The General Manufacturers 
Sales Tax in Canada, Ch. VI (Toronto, Canadian 
Tax Foundation, 1951) 


723 








The failure to publicize rulings is 
the source of substantial 
discrimination between firms, as 
competitors fail to learn of 
beneficial rulings obtained by 
particular firms. 


the base for tax on their sales to retailers 


or consumers 


This system has succeeded in mitigating 


the worst would 


wh h 
applied to the actual selling 
cases, but has by no 


eliminated them completely 


inequities arise il 
the tax were 


price in all means 


Furthermore, 
it has tremendously complicated the opera 
tion of the tax; the provisions relating to 
the discounts have been unnecessarily com- 
plex, and the information available to tax- 
about the provisions 
adequate 


payers been 
The fact that the discounts have 
no basis in law has resulted in 
any right of appeal from the 
Department on this 
of taxpayers. An 
tax made by the 1951 revealed 
that the provisions were the most 
troublesome features of 


has not 


a denial of 
rulings of the 
question on the 
empirical 
author in 


part 
study of the 


discount 


this 
given by 
Department 
a strong defender of the tax- 

before the National Tax 
1954." The Canadian Tax Foundation has 
studied the inadequacies of the present 
system in detail for and 
early in 1955 representations to the 
government for review of the procedures.” 
\ commission has recently been established by 
the government to review the problem and 
make recommendations for change in the act 


the entire act; 
view is confirmed in the 
F. R. Irwin of the 
of Finance 


paper 
Canadian 


Association in 


several years, 


made 


Other Experience 


The European country to use a 
manufacturers’ sales tax is Finland; no ad- 
justment for tax purposes is made on direct 


sales, 


only 


despite some complaints by business 

It has been reported to the author 
by businessmen in Finland that the problem 
has mitigated by the fact that very 
few sales are made, as yet, through direct 
channels, virtually all commedities passing 
through the hands of wholesalers. 


firms 


been 


“ ‘‘A Federal Administrator's Choice Between 
a Manufacturers’ Excise Tax and a Retail Sales 


Tax,'’ National Tax Association Proceedings 
(1954), pp. 263-271. 
“4 See ‘Sales Tax,’' Report of the 1954 Confer- 


ence of the Canadian Tax Foundation, pp. 96-116. 
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When the wholesale form of sales tax is 
used, the tax applied to the last 
wholesale sale, the problem is less acute. 


being 


Switzerland, which uses this form of tax, 
meets the problem by the device of applying 
a 4 per cent 
consumers, as 
per cent 
tailers. 


taxable sales to final 
contrasted to the 
rate on 


rate on 
usual 6 
sales by wholesalers to re- 
This rule, coupled with the privilege 
of allowing retailers to become licensed and 
pay tax on instead of purchases it 
they wish (with special permission, usually 


sales 


granted), has avoided serious inequity, al 
though the rule cannot insure perfect equity 


In Great Britain, under the 
(also applied to the 
adjustments are 


pure hase tax 


last wholesale sale) 


made when wholesalers 
sell to final consumers, by a less formal pro- 
cedure than in Canada, apparently without 
serious trouble. Britain, however, has tried 
to go beyond this, by attempting to insure 
that retailers buying at low prices in large 
quantities be required to pay tax on an up- 
lifted figure equivalent to the 


on sales to smaller 


typical price 
This system 
has led to serious complaint, and has been 
modified and simplified in the last year.” 
The Australian wholesale sales tax law 
provides for adjustment of taxable price to 
the sale-to-retailer taxable 


retailers 


level when the 


transaction ts a retail sale 


Limited Interest in Question 
in United States 


Why 


has this question of adjustment of 


price for tax purposes on direct sales at- 
tracted so little attention in the United 
States, compared to that which it has re- 
ceived in Canada? 

Several factors have obviously played a 
part. In the first place, the manufacturers’ 
excise taxes are confined to a relatively 
small number of commodities. Many of 
these have highly uniform distribution 
channels. Automobiles are almost universally 
sold directly to the dealer by the manufac- 


turer, while electrical appliances, television and 
radio sets, sporting goods and similar items 
are sold, in most cases, through wholesalers, 
with relatively little direct selling. Auto- 
mobile tires are subject to a specific rate 
tax, which creates no problems; the same 
is true of the liquor and 
In Canada, some of the 


tobacco 
most 


taxes. 
vexatious 
% See J, F. Due, ‘‘The British Purchase Tax,”’ 
3 Canadian Tax Journal 97-112 (1955). 
1% See A. M. Moore, ‘‘Appeal Procedure Under 


the Australian Sales Tax,’’ 3 Canadian Taz Jour- 
nal 192-196 (1955) 
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questions have arisen in such fields as tex 


tiles, which are not subject to excise 


Second, and perhaps of greatest impor 
tance, the 


. Service policies have been such 
that in practice little discrimination has oc- 


curred, despite the provisions of the Cod 


A third explanation, given the author by 


one ot the few business executives who 
has been actively interested in the question, 
is that most top executives, who should b« 


concerned with the question 


petitive standpoint, are 


Irom a com 


simply unaware of 
the problem, whereas the personnel respon 
sible for the 
directly 
competitive relationships 


the tax are not 
and other 
Finally, the long 
standing belief that the excises are 


application of 


concerned with price 


“tempo 


rary” has undoubtedly played a part in the 
lack of interest 
Conclusion 


In conclusion, this question may be asked 


Is the present situation sufficiently serious 


to warrant change in the Code, and, if so, 
what type of change should be made? The 
actual discrimination under present pro 
cedure is from all indications small; the 


main objections cente1 obliga 


around the 
tion placed on firms to establish sales sub 
the fact that at 


could force the 


sidiaries, any time the 


Service firms to 


pay on 


the full selling price of the subsidiary firms 
unlikely possibility), and the lack of 
adequate information on the part of firms, 
a result of the failure to 
\ change in the Code, to 
downward 


(an 


in large measure 
publish rulings 

authorize adjustments in price 
when manufacturers sell directly to retailers, 
without the need for establishing wholesale 
sales would give legal basis 
to the present policies, and yet allow the 
Service much latitude as it now 
in practice enjoys. Any detailed provisions 
in the the Mason 
bill, and others referring to the “first stage 
in distribution” are likely 
problems than they solve 
should the 


wholesale 


subsidiaries, 
almost as 


Code, such as those of 


to create tar more 
Under no cir 
unli- 
over 
legal fictions are unnec 


cumstances concept ot 


censed branches” be taken 


from Canada; thes« 


essary to accomplish the intended result, 
and have contributed nothing but confu 
sion. The problem of private brands is a 


if a change 
Finally, there 
would be great merit in publication by the 


more troublesome one to solve 


is regarded as desirable 


Internal Revenue Service of summaries of 
rulings, not only on questions of taxable 
price, but also on other excise tax matters 
The failure to publicize rulings is without 


question the source of substantial discrimt 
nation between firms, as competitors fail to 
learn of beneficial rulings obtained by par 
ticular firms [The End] 


SECTIONS 452 AND 462: STORMY PAST BUT A BRIGHT TOMORROW— 


Continued from page 717 
Finance Committee on H. R. 4725 what 
constitute the standard reserve and deferral 
items. It also appeared that the reserve for 
pay item, involving possibly the 
greatest revenue loss, was already recog 
nized to and that the reserve 
for future maintenance and repairs of plant 


vacation 


some extent 
and equipment, also involving a great amount 
of money, could not be justifiably defended 
as coming within the purview of the esti 
Similarly, 


also 


mated expense reserve provision. 


a typical deferral item 
be the subject of special Treasury rulings. 
Therefore, it is suggested that those items 
generally recognized by accountants as the 
proper subjects of reserves for estimated 


expenses and deferrals of prepaid income, 


was seen to 


as testified to, be specifically incorporated 
into the statute. There should then be no 


“ For a comprehensive analysis of this sec- 
tion as contained in H. Rept. 1337, S. Rept 
1662 and H. Conf. Rept. 2543, which accom- 
panied the Internal Revenue Code of 1954, see 


Taxable Sale Price 


law 
suits and the apportionment provisions will 
safeguard 


With 


proper subject of a reserve or deferral, these 


fear or expectation of multitudinous 


undue revenue loss 


possible items, the 


against any 


regard to other 
sections can develop much the same way 
as the “percentage depletion” provision (see 
1954 Code Section 613“) has evolved, with 


additions whenever justified 


Conclusion 
The 


question 


the cause is beyond 


has suffered an un 


soundness of 
Although it 


warranted reversal and may be “downed” 
temporarily, it is by no means “out.” The 
course which new legislation should take 
is clear. There will be a bright tomorrow 


[The End] 


pp. 4323, 4970, 5280, 5311 and 5313, respectively, 
of the 1954 United States Code Congressional 
and Administrative News. 
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How Valid Is the 
“Claim of Right’ Doctrine 
Under the 1939 Code? 


The “Claim of Right” Doctrine 


p* JIBABLY no aspect of tax accounting 
| disturbed and caused 
anguish and protest as the judicial 
doctrine of 


las SO taxpayers 
80 mucl 
taxing amounts 


a “claim of right.” 


Not this as applied in 
many instances contrary to good accounting 
principles, but it is in conflict with specific 
sections of the tax statutes under which the 
doctrine is being continually stated 
Section 41 of the Internal Revenue 
of 1939 provides that taxpayers’ 


received under 


only 1s doctrine 


Thus, 
Code 
net income 
shall be determined in accordance with the 
method of accounting regularly employed in 
keeping the books The 
given the right to use his own method only 
if the taxpayer has no method or if the tax 
payer's method does not clearly 
come. Section 42 of the Internal Revenu 
Code of 1939 provides for income to be re- 
ported in the 


Commissioner 1s 


reflect in 


year permitted by Section 41 


and 


A prope I 


two sections of the 


wise application of these 
1939 Code should have 
made it unnecessary to adopt Section 452 of 
the 1954 
to the 
will be 


c ussed 


order to allocate 
period in which the 
incurred. In will be dis 
later, the though active in 
securing the adoption of Section 452 of the 
1954 Code, 
was ary, and the repeal of Section 
452 of the 1954 Code should not affect tax 
payers’ rights to defer receipts which in fact 
are not yet earnings 


Und I 


we find 


Code in income 


related « xpenses 
lact, as 
writer, 
such 


does not believe 


section 


neces 


” 


this 
distortions of 


doctrine of “claim of 


right 
economic income in 
such situations as rents received in advance 


and services to be 


amounts received for 
rendered in subsequent periods, particularly 


in such fields as television 


repair service, 


ship charter and advertising. 


The concept of taxing as income amounts 
received 


726 


under a contractual right with no 


October, 


1955 °@ 


restrictions on disposition had its genesis 


in the early decisions of the Board of Tax 
Appeals in William J. Ostheimer, CCH Dec 
13, 1 BTA 18, Consolidated Asphalt Com- 
pany, CCH Dec. 44, 1 BTA 79, and H. V. 


Greene Company, CCH Dec. 1900, 5 BTA 442, 
While the first two cases did not directly 


involve treatment of 
“income,” 


received as 
but did involve the right to de- 
ductions for 
such 


amounts 


reserves for future expenses 


against receipts, the overtones of the 


future “claim of right” doctrine were present 


In H, V 


was 


Greene Company, the petitioner 
entitled to an 
sion on the 


underwriting commis- 
This 
nrst 
who 
at times paid for the securities on the install 
ment plan 
until the paid therefor 
The provided that 
(1) should the subscriber become ill or die, the 
installments paid would be refunded to 
his estate and the remaining install 
canceled: (2) should the 
subscriber become dissatisfied with his pur 
had pay- 
could cancel the contract and re 
back the per 
cent for (3) upon application of 


sale of certain securities 


commission was to be from the 


paid 


amounts received on sales to subscribers 


No stock was issued or delivered 
subscriber had fully 


subscriber’s contract also 


him o1 
ments would be 


chase before he completed his 
ments, he 
ceive amount paid, less 7% 
expenses; 
reasonable 


the subscriber a extension not 


exceeding 90 days would be granted for the 
payment of installments; and (4) if a 
failed to 


sub- 


scriber pay installments as due 


and such default continued tor 30 days, the 
issuing company might at its option cancel 
the subscription contract 


and all rights of 


the purchaser thereunder 


At the end of the 
the subscribers for 


year a great 
stoc k 


arrears with one or 


many of 
were 60 days or 
more in their 
The petitioner com- 


upon 


more of 
installment payments. 


puted his commissions these shares 
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By SIDNEY GELFAND 
Tax Consultant, 
New York City 


debited its 
reducing taxable 
sisted that 


and commission account, thus 
The petitioner in- 
notwithstanding that the pay 
ments made on these subscription contracts 
equaled or exceeded the amount of the peti- 
tioner’s and it had the right 
issuing company with the 
commission, the petitioner still had the duty 
that the completed his 


payments and that the stock was actually 
sold: because 


income 


commissions 
to charge the 
to see subscriber 
petitioner had received com- 
making that particular sale 


and until the stock was paid for, there was 
no completed sale 


pensation for 


no stock was issued or 
delivered. 

The Board of 
opinion that the 
Setting up a 


Tax Appeals was of the 


petitioner was essentially 


reserve for future contingen- 


cies, the possible cancellation of the sub- 
scription contract, which was unauthorized 
by the revenue act then in effect, relying 
upon its own decisions in William J. Ost 


heimer and Consolidated Asphalt Company 

Underwriters, Inc., CCH 
Dec. 6088, 19 BTA 1160, the board ex 
tended the principle of the H. V 
Company case to the 


In Automobile 


Greene 
receipt of three-year 
membership fees, Petitioner used the method 


of setting up a reserve for the unearned 


portion of the fee collected and claimed a 


deduction for such reserve 
that it 
that 


vere kept on the accrual basis, these fees 


In its appeal, 
petitioner 


mie thod but 


conceded erred in its 


contended since its books 


should be properly allocated to the years 


when earned, that is, 


over the 
The 


against the 


three-year 
period of the 
Tax 


membership Board of 


Appeals, in ruling peti- 


tioner, stated 


would 


know of no authority 


of law which 


permit petitioner to thus treat these 


three-year membership fees. The cash re- 


ceived from them had already ripened into 


“Claim of Right’’ Doctrine 


gross income in the year in which received 
and must be accounted for under the stat- 
ute as gross income for that particular year.” 


The board did not give any reason for its 
finite statement that the cash received had 
ripened into gross income in the year re- 
ceived, yet its decision was bottomed on 
just such an assumption. It may be that 
from the facts in the Automobile Under 
writers, Inc. case, the board believed that 
practically no future expenses would have 


to be incurred in order to convert the re 
ceipts to earnings, since the insurance policies 
were entirely separate from the member 


ship fees and went to the state automobile in 


surance association and not to the petitioner 


North American Oil Consolidated 
v. Burnet 


These decisions of the Board of Tax Ap- 


peals ultimately led up to the decision of 


the Supreme Court in North American Oil 
Consolidated v. Burnet, 3 ustc 9943, 286 
U. S. 417 (1932). That decision has be 


come the 


cornerstone of the “claim of 


right” doctrine 


In that case a taxpayer, in 1916, operated 
a section of oil land, the legal title to which 
stood in the name of the United States. The 
government, also claiming it was entitled to 
the beneficial ownership, secured the ap- 
pointment of an equity receiver who was to 
supervise the operation of the particular 
property and hold the net income. In 1917, 
the net profits from the 1916 operations 
paid over to the company by the re- 
ceiver, pursuant to a court The 
government's appeal to the circuit court of 
appeals 1920 and a further 
appeal to the Court was dismissed 
by stipulation in 1922 


vere 
decree 
was denied in 


Supreme 


The income earned from the property had 
entered on the books in 
1916 but not included in its return for that 
year until 1918, when an 
was filed The 
the net profits of the 1916 operations paid 
to the 1917 


been taxpayer's 


amended return 


Commissioner determined 


company in were taxable in- 
come in 1917 
Justice Brandeis, speaking for a unani- 


mous Court, held that the net profits were 
not taxable to the 


the company 


company in 1916, since 
received the 
money and might never receive the money 
The company had no right in 1916 to de- 
mand that the receiver pay over the money, 
and throughout that 


had not yet 


year it was 


uncertain 
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who would be declared entitled to the prof- 


its. It was not until 1917, when the district 
court vacated the receivership, that the com- 


pany became entitled to the 


mone 


In answer to the 
that the 
were not 


alternative 


received in 


1922, the Su 


taxpayer's 
contention 
1917 income 


prem (Court set 


amounts 
until 
forth the 

doctrine 


now famous 


“claim of 


right” The Court said 


“The net profits earned on the property in 
1916 were not 1922, the 
with the Gov- 

The "4 be- 
1917, when 
it first entitled to them and when it 
actually received them. If a taxpayer re- 
ceives earnings under a ‘claim of right’ and 
without restriction as to its disposition, he 
has which he is required 
to report even though it may well be claimed 
that he is not entitled to 
and even though he 
liable to 
supplied.) 


It should be 


Court wa 


income of the year 
which the litigation 
finally 
to the « 


year in 
ernment was terminated. 


came income OMmMmpany i-% 


became 


received income 
retain the 
may still be adjudged 
equivalent.” (Italics 


MOicy 


restore its 


noted that the Supreme 
not referring to amounts received 
for which services were still to be rendered, 
that is, where the money still had to be earned; 
the Court was referring to amounts already 
earned and received but which might have to 
be paid out in the event of an adverse de 


cision on pending litigation 


The Supreme 
decision of the 


Court’s reference to the 
Sixth Circuit in Board v 
q 763, 51 F. (2d) 73, 
further supports the belief that earnings and 
net profits must be before the 
“claim of right” doctrine is truly applicable, 
for in the Board case the 


Commissioner, 2 UST 
involved 


amounts at issue 
were net profits and were so labeled by the 
Court 
From the 

Consolidated it 
to report the 
had both recewed it 
were no related expenses to be 
subsequent 


North 


is obvious the 


American Oil 
had 
1917. It 

There 


facts in 


taxpayer 
money as mcome in 


earned it and 


incurred in 


years appropriate to the 


earn- 


ing of the income 


Commissioner v. Darnell, Inc. 


The first circuit court of appeals decision 


interpreting the “claim of right” doctrine 
set forth by the Supreme Court was that of 
the Sixth Circuit, in Dar 
nell, Inc., 60 F In that case 


the taxpayer 


Commissioner v 
(2d) 82 (1932) 
entered 


into a contract in 
January, 1920, for the sale of a sawmill and 
equipment for of $225,000. As 
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a base price 


October, 


1955 °@ 


part of the 


agreed 


contract of sale, the taxpayer 
to deliver 
mum of 40 


fixed in the 


to the purchaser a mini 


million treet of logs at a 


price 
agreement. The contract fur 
ther required the purchaser to pay a premium 
of $2,500 for each one million feet delivered 
in excess of the minimum called for by the 
and 


penalty in the 


contract required the seller to pay a 
1,000 feet 


million feet 


amount of $10 pet 


for each and 


every one less 


than such minimum 

The taxpayer received $75,000 in cash and 
three notes 
and $75,000, 
and two years from 
audit of the 
Commissioner 


respectively for $25,000, $50,000 


maturing in six months, 
date [ 


taxpayer's return for 


one 


year pon the 
1920, the 
added to income the 
$65,000 as profit on the sale of the 


this 


sum ot! 
sawmill, 
betwee n the 
base sale price ot $225,000 and the depre 


sum being the difference 


ciated value of the property 


W hile the 
could dispose 
$225,000 of 
the sawmill, the 


preme 


and 
without restriction of the 


taxpayer had _ received 


assets received on the sale of 
court interpreted the Su- 
Court’s decision in North 
Oil Consolidated v. Burnet as 
applicable to “definite! 
and held 


realized 


American 


being only 


ascertained earnings,” 
that income on the sale was not 
1923, total 


under been 


until 
of the logs 
delivered 


made 


“The truly be a closed 
one, in the practical acceptance of the term, 
in order that there may be 
tive receipt of profits.” 


when the amount 


contract had finally 
adjustment of the 


The Court 


and contract 


price said 


transaction must 


then a construc 


Commissioner v. 
Brooklyn Union Gas Company 


The next circuit court of appeals decision 
interpreting the “claim of 
set forth by the Supreme 
the Second 
Brooklyn Union Gas Company, 3 ustc { 
62 F. (2d) 505 (1933) 
determination the 


right” doctrine 


was that ot 
Circuit in Commissioner v 
1033, 
had tor 
which certain 
proceeds subject to rate litigation were tax 
able In Part 1 of this case, the gas com 
pany had been directed in 1916 to reduce its 


Court 


Chis cast 


years in 


rates. The company obtained an interlocu- 


tory order staying execution of the reduced 


and the excess monies collected 


bank 


court In 


rates, were 
impounded in a 


order of the 


subject to further 
1919, the 
withdrawn by 
the company pursuant to court order upon 


July, 
amounts so impounded were 


the giving of a bond for repayment in the 


event the reduced rates were finally sus- 
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tained In 1922, the order reducing the 
rates was abrogated as of its original 1916 
date. Part 2 of the case was similar to Part 
5 except the 
the result of 


1921. 


were 


rate litigation contested 
statute and covered sales of 
Here, too, the impounded 
withdrawn upon the giving 
of bond except for $673,000, which remained 
bank until final 


in favor of the gas company 


The 


that 


was 


gas in 
amounts 
ima entry o! 


court decree 


Commissioner contended the amounts 


were subject to rate litigation 
taxable income in 1922 when rate reductions 
held to be improper. The Board of 
lax Appeals (CCH Dec, 6760, 22 BTA 507) 
upheld the upon the theory that 
the monies in dispute were income in the 


years the The 
A ppe als stated it 
adopt that view 
it not for the Court decision in 
North Consolidated v. Burnet 
In analyzing that decision, the court pointed 
out that the impounded 
by the as 


were 


were 
taxpayer 


services were rendered 


Second Circuit Court of 


would unhesitatingly 


wert 
Supreme 


American Oil 


received 
“payment for 
rendered” and were subject 


amounts 
company were 
alread \’ 
the return 
rate litigation ultimately 


This 


restriction 


only to a contingent liability fo 


of the 


monies if the 
] 


vent against t liability, 


upon the 


ie company 


] 


however, imposed no 


use of the money in the taxpayer’s hands 


(Italics supplied ) 


held that the $673,000 
impounded until 1922 
1922 


22 since the 


The court also 


th: had 


iot taxable income in 


been was 
com 
that 


prio! 


pany could have 


' 
amount, too, 


posted bond for 
and withdrawn it in 
ars ‘The court di tinguished the proces d 
North American Oil 
that the latte: 


net mcome, 


ing before it from the 


Consolidated case in case 


involved only Stating 


The taxpayer! there 


ree the 


vas not required to 
1916 
crediting 
there 


taxpayer’ 


receiver's expenses to 


incurred) while 
=. 
1937 


h distortion of the 


hen actually 


his receipts to Hence, was no 


imcome as 


vould result from applying the same rule 


the case at bar Here, the entire cost 
rnishing gas was charged to the 
rendered, but o1 


irt of the 


when service w: 
issioner’s theor nly a p 


ble cte d 


credited as 


price arge » and « from the 


consumer income ol 


+] 


1 ; 
that year; the 


remainder would be credite: 
to income in 1922, and without carrying into 
that year any part of the expense of earning 
this would produc: 
profits wv 
(Italics supplied.) 


such Obviously, 


income 
an unfaw distortion of taxpayer's 


each of these years 


“Claim of Right’’ Doctrine 


Here, again, the “claim of right” doctrine 
is used where the services giving rise to the 
income have been performed and to prevent 
distortions of true economic income. 


Baird v. U. § 


A Fifth Circuit Court decision involving 
the “claim of right” doctrine and in which 
North American Oil Consolidated v. Burnet 
was interpreted was Baird v, U. S., 65 F. 
(2d) 911 (1933), certiorari denied, 290 VU, S. 
690. In that 
partnership, 


case the saird 
engaged in the business of 
dealing in oil lands and leases, entered into 
an agreement on December 10, 1919, to sell 
to Flannery a certain oil and gas lease for 
$2,500,000 


ment 


George O. 


Under the terms of this agree- 
the partnership received $500,000 in 
cash upon the signing of the agreement and 
was to receive $300,000 February 8, 1920, 
and the balance of the purchase 
the notes to be 
erty and -the production 
Upon the completion of 
$800,000, and the 


notes for 
price, secured by the prop 
from the 
the payment of 
receipt of the notes, the 
partnership was to deliver a warranty deed 
for the property to the vendee and account 
to him for all of the oil sold from the 
property after 7 a. m. on November 8, 1919 
The agreement further provided that upon 
failure to receive the payment of $300,000 

February 8, 1920, the 
should have the right, after 
giving the vendee 15 days’ notice in writing, 
to declare the contract forfeited and to re 
tain the sums already paid in full liquidation 
and settlement for damages. The vendee 
defaulted on the payment of $300,000; the 
partnership did not give him 15 days’ notice, 
did not 
possession 


Saine 


on or before 


saird 
partnership 


continued in its 
the property, 
and treated the vendee as having an equi 

table interest in the The 
subsequently contract with others 
for the development of the lease, which the 
partnership took no 
1921, suit 
court to set it aside 


tender a deed, 


and operation of 
lease vendee 
made a 


until 
was entered in a 


steps to ¢ ance! 


January when 
state ‘This resulted in a 
judgment cancelling the contract but order 


ing return of $350,000 to the 


held that the money 
received by the Baird partnership on the 
Flannery contract 1920 and 
not in 1919, the year in which it was received 


vendee 
Che Commissioner 


was income in 


Although the taxpayer had full right to 
the use of the $500,000 and, according to 


the contract, was going to keep at least 


that amount or receive an additional amount 
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if i 


subsequent year, the district court (3 
F. Supp. 947) reached the conclusion that 
the Commissioner correctly treated the pay 
ment of $500,000 as a deposit 


court, 


The circuit 


affirming the district held 


court, 


$500,000 


or the 


could not be 
consideration of a sale that was 

Any right that 
$500,000 resulted 


damages for 


considered 
never consummated 

the partnership had to the 
claim for 
contract This right did not 
Flannery defaulted in 1920.” 


irom a breach of 


arise until 


It is apparent trom this ci 
Fifth Cireuit did not 


receipt of 


consider the 
money as an 


mere 


amount received 


under a “claim of right” where the receipt 


Wa related to a happening 


subsequent year—in 


to take plac e 


in a this 


case, com 


pletion of the property or the 


sale of the 
forfeiture of the deposit 


District of Columbia Cases 


The Court of Appeals for the District of 


had its say in Alworth-Washburn 
Company v. Helvering, 3 ustc § 1167, 67 F 
24) 694 (1933), held that 


realized on the assets was 


( olumbia 


when it pront 


sale of taxable 


as income in the year when the corporation 
old or discounted purchase 
a bank The contended for the 

to continue to use the installment 
basis and return income in subsequent years 
when still 
discounted notes 


Oil Consolidated v. 


money notes at 


taxpayer 


notes were since it was 


paid, 
contingently liable on the 
Citing North 
Burnet, the court said 


American 


“A taxpayer should return income in the 


year in which it is received without regard 


to the fact that there may be claim against 


it determinable in a _ subsequent 
(Italics supplied.) 


Here, income already earned 
from assets already sold to which the “claim 
f right” 


yeal 
too, it is 
doctrine is being applied and not 


to amounts which still have to be 
still become income 


received 


earned have to 


The next application of the “claim of 
doctrine by the Court of Appeals for 
the District of Columbia likewise pertained 
to profits and did not encompass receipts. 
Thus, in Blum v. Helvering, 74 F. (2d) 482 


(1934), the court said: 


right 


“Hence it is now settled law that if a 


derives a profit without any re- 
striction as to its disposition, he has received 
income and is required to return it in the 


taxpayer 


vear when received 
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October, 1955 @ 


The 


sales of securities. 


prohts in this case were derived on 


Brown v. Heilvering 


The next time the “claim of right” doc 
trine was enunciated by the Supreme Court 
was in Brown v. Helvering, 4 q 1223, 
291 U. S. 193, and the judge igain 
Justice Brandeis, speaking for a unanimous 
Court 


UST( 


Was 


Che question involved was the tax 


treatment of overriding commissions re- 


ceived on net premiums derived from busi- 
written through local agents. The 
“net premiums” meant the gross 
premium on the business written, 
return premium and the net cost of any 
Should any of the policies be 
canceled, there would have been a return of 
part premium to the 
payer would have to 
of the overriding 
agent 


ness 


term 


less the 


reinsurance. 
insured and the tax 
account tor a 

commussion to the 


return 


local 
It had been the policy of the tax- 
payer to account for commissions as income 
in the vear in which the business was 
take a refunds of 
overriding commissions on account of 
cellation in the year of cancellation 

ever, at the end of 1923, for the 
a liability account, entitled 
mission” was set up. 
estimate of 


writ 


ten and deduction for 


can- 
How- 
first time 
“Return Com 
This account was an 
the liability expected to 


t¢ arise 


out of taxpayer’s obligation to refund an 
appropriate part of the 
sion in the event of 
The amount 
commission” 


overriding commis 
future cancellation of 
the poli 1es so estimated for 
“return was claimed as a de 


duction in the tax return for 1923 


The disallowed 
deductions and was sustained by the 
of Tax Appeals (CCH Dec 
678), and the court 
F. (2d) 66) 
sustained the 


Commissioner these 


Board 
6782, 22 BTA 
(63 


also 


circuit of appeals 

The Supreme Court 
Commissioner's action in re- 
fusing to allow the deduction for an 
mated contingent liability—possible 


cancellations of insurance policies 


esti- 


future 


In its decision, the Supreme Court once 
again reiterated its finding in North Ameri 
can Oil Consolidated, pointing out that the 
overriding commissions were income in the 
year in which they were receivable, since 
the act earning the income was the writing 
of the insurance which was completed in 
the year in which the were 
received. Like North American Oil Con 
solidated, this was not a case of receiving 
amounts for which services were to be 
rendered in the future. All that had to be 
done to earn the commission had been done. 


commissions 
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That the factor of no future services played 
an important part in the Supreme Court’s 
decision may be reasonably inferred from 
the very wording of the opinion. The tax- 
payer had urged that the “overriding com- 
mission is compensation for services rendered 
throughout the life of the policy; that the 
compensation to be rendered in later years 
cannot be considered as earned until the 
required services have been performed; and 
that the Revenue Acts contemplated, where 
books are kept on an 
income shall be accounted for as it is earned. 


He suggested, 


accrual basis, the 
alternative 
method of ascertaining the income, that the 
commissions on 
pro-rated 


thereitore, as an 


each writing be 


over the life of the policies.” 


years 


In answer to the taxpayer’s argument, the 
Supreme Court said 


“This 


computing the 
7 


proposed alternative method of 


income from over-riding 
commissions was not employed by Edward 
Brown & Sons either 1923 
Moreover, the there 


proot commis- 


t 


after 
concluded that 
the over-riding 


before or 
Board 
that 


sions contained any element of compensation 


is no 


for services to be rendered in future years 


Certainly, if the 
to be 
bearing in 


factor of future services 
rendered for amounts received has no 
determining “earnings” as used 


in the “claim of right” doctrine, 


there would 
have been no occasion for the Supreme 
Court to failure of proof 
Factual proof would have been unimportant 


would not 


point out the 


since it have 


been controlling 1 
the present interpretation given by the Com 
missioner of the Supreme Court decision in 
North American Oil Consolidated v. Burnet 


1 correct 


Hewitt Realty and Taylor Cases 


In Hewitt Realty Company v. Commissioner, 
76 F. (2d) 880 (1935), and in Taylor et al 
v. Commissioner, 37-1 ustc ¥ 9190, 89 F. (2d) 
465, certiorari denied, 302 U. S. 727, the 
Second and Seventh 
held that the 
North American Ol Consolidated 
the proposition that taxable income had to 
be realized incom« In the latter 
petitioners, in May, 1925, 


stock ot the J F 


oft the transaction 


Circuits, respectively, 


Supreme Court decision in 


stood for 


case, the 
sold all of the 

Company and as part 
received from the T. F. 
Company $145,000 face value Liberty bonds, 
tor which they agreed to pay all additional 
United States and excess profits 
taxes, ultimately found to be due from T. F 
Company for the years 1917 through 1924 


income 


hey also agreed to defend, without expense 


“Claim of Right’’ Doctrine 


to ‘| Company, all claims and demands 
of the United States Government for 
additional taxes for said years. There was 
at the time pending before the Board of 
lax Appeals a tax claim against the T. F 
Company in the amount of approximately 
$134,000. In February, 1929, the dispute 
was settled by stipulation of the parties that 
the corporation was entitled to a classifica 
tion as a personal service corporation and 
the claim against the corporation was dis- 
missed. The Commissioner 
against the 


any 


then asserted 
stockholde1 petitioner s 


for the corporation’s income for 


a claim 


said years 
ultimately 
Commissioner in 


This claim contested but 
favor of the 
Petitioners’ tax was assessed at ap- 
proximately $51,000 and attorneys and ac 
counting fees amounted to $33,000, making 
a total cost of dis« harging their obligation 
approximately $84,000. The 
held that the profits out of this transaction, 
namely, $145,000 less $84,000, were taxable 
1929 that 

1925 or 
that the 
1925 was 
fact that they acquired the 


yhysical possession of the Liberty bonds in 
hat year, 


was 
decided in 
1936 


Commissioner 


income in contended 


| axpayer 
the income 
in 1936 


$145.000 


was taxable either in 


Petitioners’ argument 
was taxable 


yased upon the 


income in 


and that any amounts they might 
to pay out tor 
f their 


have federal taxes as a result 


with T. F. Company 
was contingent and uncertain. Certainly the 
had the use of the bonds 


agreement 





vetitioners 
ce uld 


striction 


and 
them without re 
Seventh 
American Oil ¢ 


have disposed of 
However, the 
citing the North 


v. Burnet case 


Circuit, 
onsolidated 
stated 


“It is well income 


realized gains 
or estimated profits are not 
gains until 


settled that 
concerne d only 
pront . 


taxes are 

Paper 
realized 
the transaction is completed.” 
(Italics supplied.) 


with 


[he court, in answer to the petitioners’ 
argument that they had acquired the bonds 
in 1925, then stated that the petitioners had 
overlooked the fact that the acquisition of 
the Liberty was but the first step 
ina that the second 
step in the transaction was the adjudication 
and payment of the tax against the T. F. 
Company; “when that tax was determined 
and paid, the transaction was completed. The 
profit was then certain. This 1929.” 
(Italics supplied.) 


bonds 


business transaction; 


was in 


Certainly there is no support in the above 
decision for the that receipts for 
future services, future rent or future delivery 
of a periodical or 


theory 


taxable 
income when received to a taxpayer report- 
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newspaper are 





ing on the accrual basis. On the contrary, 
the Court of Appeals for the Seventh Cir- 
cuit has interpreted the 


decision tn 


Supreme Court’s 

North American Oil Consolidated 
v. Burnet to stand for the proposition that 
receipts are taxable only when the trans 
actton 1s completed, and the income is actually 


realized, that is, earned 


Turney Case 


In Turney, CCH Dec. 8727, 31 BTA 308, 
aff'd, 36-1 4 9167, 82 F. (2d) 661, the 
issue was clearly drawn on the taxability of 
income received that was subject to a sub- 

The Board 
dissents, held 
was taxable. 
judge dissenting, held: 


2 
EF 


USsT¢ 


sequent charge of 50 per cent 
of Tax Appeals, 


only 


with 
50 per cent of the 
The Fifth Circuit, one 


two 


income 


“Tax officials are not required to treat as 
received by a 
well settled law, 
effect of obligating 


that 


mcome money taxpayer, 
his receipt of 
him 


money to 


when, under 
it has the 


ditionally to pay 


uncon- 
’ 


another.’ 
(Italics supplied.) 


It should be 
referred to 


noted that the word “money 


above was bonus income of the 


| \ 
taxpayel! 


Judge Hutcheson, in dissenting, 
referred to the 
net income) a 
initiated the 


likewise 
bonus (which was 
and undoubtedly 
subsequent application of the 


right’’ doctrine to 


income 


“moneys 


“claim of pure receipt 


said 
‘l think the 


rehes on, the 


when he 


decisions the Commiussionet 
North 


decisions | 


A me rican Case, supra, 


[citing other leave in no doubt 


that moneys received by a taxpayer as his 


under a ‘claim of right’ 


own 


without 
disposition are none 
they 


and 


restrictions as to them 


the less income to him in the year 


were so received 


As stated betore, the 
by Hutche 


represented net 


moneys reterred to 
him 
income The use of the 


pront 


on in the proceeding before 


term “moneys” instead of earnings or 


wa indeed untortunate 


U. S 


lhe first case 


Renwick v 


North 
Imerican Ot Consolidated decision in which 
a court held that 


subse quent to the 


receipts, as distinguished 
from profits, were taxable income in the 
year Renwick et al. v. U. S.. 


received was 


35-2 ustc 7 9586 (DC IIl.), aff’d, 37-1 uste 


7 9010, 87 F. (2d) 123 


estate syndicate leased certain property to 
F. W. Woolworth Company for 


beginning in May, 


In this case a real 


a term of 
99 years, 1928 The 


732 October, 


1955 °@ 


lease called for payments oft $100,000 on 
execution in 1924, $45,000 on the 
each of the years 1925, 1926 
$15,000 on January 1, 19238, 
installments of $14,583.33 
May, 1928 The 
amounts received 
ment of the leas« 


first oft 
and 1927, 
and monthly 
beginning with 
held the 
prior to the commence- 
to be 


Commissioner 


income in the year 
received 


The rents received in advance took the 
form of bonus payments and were not ap- 
plicable to any future time. Whether this 
affected the opinion of the district court is 
not known, since the court gave no reason 
for its opinion until its conclusions of law 
were set forth. However, the Seventh Cir 
cuit, in affirming the lower court, did not 
bottom its decision upon the form of the 
although it may 
Citing North 
Burnet, the 


payments, have influenced 


its decision 
Consolidated 2 


American Oil 
court held 


“If a taxpayer received 
property under 


restriction 


earnings upon 
a ‘claim of right’ and without 
as to its disposition, he has re- 
ceived income for 


(Italics 


which he is required to 
supplied.) 


account 


The court considered the advance rentals 


to be earnings, since they were derived from 
future service, 
and, very importantly, the taxpayer was on 


a cash With 


property not involving any 


basis of reporting income 


regard to the latter fact, the court said 


and when the books of the taxpayer 


ire kept on a cash basis as to receipts and 


disbursements, the return must be 
This is the e 
basis system and is in direct con 
with the 


several decisions].” 


made 
upon the same basis ssence of 
the cash 
trast 


accrual method [ citing 


(Italics supplied.) 


This last sentence lends support to the 
belief that had the taxpayer 
method, the court 


been on the 
would not 
held rent received in advance to be taxable 
income, for if the that all 


accrual 


accrual have 


court believed 


taxpayers those 


reporting on the 
basis as well as those on the cash basis 
were taxable on rents received in advance, 
there would have been no point in stating 
that “this [cash basis of reporting income] 


is in direct contrast with the accrual method 


Grand Central Public Market Case 


Following the Renwick case, the District 
Court for the Southern District of Cali 
fornia, in Grand Central Public Market, In 

U. S., 38-1 { 9048, 22 F. Supp. 119, 
held that bonus or other advance payments 
tor the 


uUsT« 


execution of a lease are taxable in- 
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come in the year of receipt, whether the tax 
returns are made on cash receipts or on an 
accrual Little found 
with that general statement Obviously, 
bonus payments for the execution of a lease 
do not ordinarily entail any future liability 
and once the lease is executed, there is no 
restriction on the disposition of the bonus 
payment. However, in the case before the 
court, the leasing agreement provided that 
the bonus payments which were received in 
advance were to be repaid upon the tax- 
payer’s future inability to deliver possession 
of the space leased by 


This should 
have operated to postpone the taxability of 
the bonus payments to the time when pos- 
session became available to the lessees. In 
support of this opinion, attention is called 
to the decision of the Supreme Court in 
Brown v. Helvering, wherein the Court said: 


basis fault can be 


them. 


factor the writer believes 


“When received, the general agent’s right 
to it [the commission] absolute. It 
was under no restriction, contractual or 
otherwise, as to its disposition, use or enjoy- 
ment.” (Italics supplied.) 


was 


Certainly, in the Grand Central Public 
Market case the taxpayer had a contractual 
obligation to deliver the space before he 
became entitled to the bonus payments. The 
bonus payments, received, were not 
yet earnings. (Cf. Taylor et al. v 
sioner, Baird v. U. S., and 
Darnell, Inc.) 


when 
Commis 
Commissioner v 


The district court also, in support of its 
finding that bonuses or other advance pay 
ments for the execution of a lease are tax 
able income in the year of receipt, cites U. S 
Boston & Providence Railroad Corporation, 
ustc § 1486, 37 F. (2d) 670, to the effect 


“An amount paid in advance as rental, or 
as a bonus for 
to the 


a leasehold interest as 
lessor in computing his tax . ie 
treated as income in the year in which re 
ceived. O’Day Investment Co. v. 
sioner of Internal Revenue, [CCH Dec. 4505,] 
13 B. T. A. 1230; Miller v. Gearin (C. C. A.) 
[1 uste § 25], 258 F. 225; Cryan v. Wardell 
(D. C.) [1 uste J 30,] 263 F. 248.” 


Commis- 


The cases cited by the 
support or 


First Circuit in 
in Boston & Prov 
dence Railroad Corporation are not in point 
The Miller 


the erection of 


its decision 


and Cryan cases pertained to 


buildings by lessees prior 
to 1913, which the Commissioner wished to 
tax as income in a period subsequent to 
1913 upon default of the lease by lessee 
The O’Day Investment 


Company case in 


“Claim of Right’’ Doctrine 


volved a bonus payment of $20,000 for the 
execution of the which the Board of 
Tax Appeals held could not be apportioned 
over the entire term of the lease. Neither 
of these cited in U. S. v. Boston ¢ 
Providence Railroad Corporation, actually in 
volved prepaid rent income 


lease 


cases, 


Virginia Iron, Coal & Coke Company 
and Edwards Drilling Company Cases 


In the very month of the district court's 
decision in Grand Central Public Market, 
Inc. v. U. S., the Board of Tax Appeals 
considered, in Virginia Iron, Coal & Coke 
Company, CCH Dec. 9930, 37 BTA 195, the 
taxability of under an 
The amounts 


were to be applied upon the purchase price 


received 
option to purchase property 


amounts 


in case the option was exercised, but they 
were to be retained in case the option was 
not exercised. The Tax Court held that the 
received were not 
receipt, but in 
when the option 


income in the 
a subsequent 


amounts 
year of year 
was surrendered. The 
taxpayer in this case argued for taxability 
in the year the amounts were rec eived, since 
it had the right to retain them forever, and 
use them without 
the Board of Tax 


“Although they 
any obligation to 


restriction In 
Appeals said: 


answer, 


were received without 
return them, there was 
one condition attached to their receipt, i. ¢ . 
they had to be applied against the purchase 


price in case the option exercised 
That one condition is the determining factor 
in this case. Until it was removed in 1933, 
the question of liability of the recipient for 
income tax upon the had to be 


held in abeyance.’ 


Members Leech 


holding 


was 


payments 


and Disney dissented, 


“These funds were the absolute property 
of the taxpayer since their receipt in 1930 
1931 Nothing could or did occur in 
1933 or at any other changing that 
controlling factor, so there neither was nor 
such 


and 


time 


could have been a forfeiture of 
in 1933.” 


funds 


Upon appeal to the Fourth Circuit (38-2 
q 95 99 F. (2d) 919), the majority 
board The 

at the time the payments 
were made it was impossible to determine 
whether they not.” The 
receipts on the option might never become 
income. “Thus it will be readily 


PP 
72, 


usTt 


opinion of the was sustained 


“ 


court said: 


were taxable or 
seen that 
it was impossible to tax these payments in 
they were made.” 


the year in which 
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The Fifth Circuit, in Commtsstoner 17 
Edwards Drilling Company, 38-1 ustc § 9211, 
95 F. (2d) 719, was of the opinion that what 
might could have an 
effect upon what was ordinarily considered 
accrued income in determining taxable net 
income In that case, 


happen subsequently 


the taxpayer drilled 
a number of oil wells for an agreed price 
to be 


for eacl paid out of the oil produced 


from it. On three of the wells completed 
deducted all of the drilling 
expenses amounting to $36,113.11, but only 


included in income in th: at 


the taxpayer 
$1,821.55 
amount 

d for 


mmissioner 


received, alt} gh the 
drilling the 


price 
wells was $91,000 
determining the tax 
payer accrual basis, included the 
$91,000 in incon The circuit court, hold 


taxpayer, stated 


course true, as the 


iat under the 


Board points 


accrual method of a 


by petitioner, items 


when the events 
ue and determine 
speal Ing, how 


concerne d, and 


deal 


gains 


only, with 


(Italic 


Commissioner v. Lyon 


Phe next extension o! the principles 
Supreme Court in North 


olidated 7 


enunciated the 
Americ l n Burnet was by 
the Nin , 1 Commissioner v. Lyon 
38-2 ust , 97 F. (2d) 70 


treatment of the 


This case 
also inv rent 


Renwick 


accrual basis 


received in advance but, unlike the 
the taxpayer was oO! the 

was tor a ten-yeat 
November 1, 1919 


a total rental of $870,000, 


term, com 


mencing providing for 
payable in monthly 
installments of $7,000 for the 


of the 


first five years 
$7,500 for the last five 
lease also provided ior a de 


000, upon which the 


lease and 
years The 


posit of $7 lessor was 


to pay interest at the rate of 6 per cent per 
The $75,000 was to be 


rent for the last ten months 


annum to the lessee 
used to pay the 
of the lease, but should the lease be termi- 
nated than by default of the 
before the deposit was so applied, 
then the deposit was to be repaid to the 
lessee The had the right to 
deduct from the installments of rent falling 
May 


interest due 


otherwise 


lessee 


lessee also 
and November the amount of 
it on the deposit of $75,000 
In case of default, the $75,000 was to be 
retained by 
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due in 


the lessor as liquidated damages 


October, 
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In 1922 lessee and taxpayer entered into 
a new lease commencing with November 1, 
1929, the expiration date of the old lease, on 
the execution of which agreement the lessee 
paid a bonus of $19,000, gave ten promis- 
sory notes of $2,600 each, payable one each 
month for the next ten months, and agreed 
to pay $7,500 per month each month from 
January to October, 1929 


The Commissioner 


de posit” 


treated the $75,000 
received in 1919, to be applied as 
rent payments in 1929, as well as the $75,000 
received in 1929 on the second lease exe- 
1929. The cir 
cuit court sustained the taxpayer’s contention 
that the first $75,000 payment was income 
when received in 1919 and the second $75,000 
payment received in 1929 i 
1922, when the became 
pay the 1919 and years 

the statute of limitations, 
undoubtedly gratifying to 
But what happened to tax law? 


cuted in 1922, as income in 


was income in 
obligated to 


1922 


le sse¢ 
Sammie he 
being outlawed by 
the results were 

the taxpayer 


The circuit court quoted from the 
Court in North American O1 
Burnet to the effect that 
under a 

Renwii 
support of its own finding 
doubt but that 


Supreme 
Consolidated v 


} 


“If a taxpayer re 


ceives earnings ‘claim of right ¥ 
ey io ee 


There 


and then cited 
seems no 
under the 


terms of a lease a sum is paid on the 


room for 


execu 


tion thereof, entirely without restriction as 
to its disposition, it is taxable in the year of 
And thus the word 


was transformed to “sum” and a decision in 


” “ee ” 
receipt earnings 


the case of a cash-receipts-basis taxpayer was 
applied to an accrual-basis taxpayer 


Although in the above case the 
received by the taxpayer 
labeled for deposit, which 
turned to the 


amount 
specifically 
was to be re- 


was 


lessee in the event the lease 
was terminated other than by default of the 
lessee, the court ignored such label, stating: 


“In view of the premise that all contracts 
will be observed and will not be broken 
such a provision in the lease does not pre- 
vent the consideration of the payment as 
income in the year in which it is received.” 


To the Commissioner’s argument that the 
lessor was required to pay interest upon the 
$75,000 and that 


to another on one’s own money,” the 


“one does not pay interest 


court 


answered that since the lessee could reduce 
the rent in May and November of each year 
by the amount of interest due it, said “in- 


terest” was merely an 


adjustment of the 
rental called for under the lease. Compare 
this attitude toward a deposit with the de- 


cision in Baird v, U. S. and Clinton Hotel 
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Realty Corporation Commusstoner, 42-2 


ustc § 9559, 128 F. (2d) 968 


Starting with the Lyon case, ordinary busi- 
ness procedures became increasingly en- 
tangled in ever-widening judicial gloss, with 
tax consequences even bordering on the 
horrendous—at least, as viewed by the tax 
payer. An accrual-basis taxpayer soon found 
himself taxable at the same time on both a 
cash basis and an accrual basis as to items 
of gross income A taxpayer 
soon found that the previously held concept 
that income was not realized until a trans- 


cash-basis 


action was closed had been slowly eroded away 


Griffin v. Smith, 39-1 ustc § 9213, 101 F. 
(2d) 348 (1938), held excessive compensa 
tion to an officer, which had to be returned 
in a subsequent year, was wholly taxable in 
the year received. The court 
sized that the 
basis of 


here empha- 
was on the 
income and 
compensation was 
voidable and not void, the “claim of right” 
doctrine applied. 


cash 
since the 


taxpayer 
reporting 


payment of excessive 


In Penn et al. v. Robertson, 40-2 
7 9707, 115 F. (2d) 167, the Fourth Circuit 
extended the holding in Griffin v. Smith to 
void as well as voidable transactions. Its 


UST( 


decision was based on the principle of an 
nual returns and the cash-basis method of 
reporting income by the taxpayer. The fact 
that amounts received under a transaction 
void ab initio, which transaction was later 
rescinded and repayment made, might not 
be “earnings” received under a “claim of 
right” was not considered to be of tax im- 
portance by the court. 


[he interpretation by the Board of Tax 
Appeals of the decision in North American 
Oil Consolidated v. Burnet coincided in the 
main with those of the circuit courts, with 
extensions of the 


its own doctrine on 


occasions 

In Murray Humphreys, CCH Dec. 11,326, 
42 BTA 857, the board extended the “claim 
of right” doctrine to the receipt of ransom 
moneys and held that 
tute 


said moneys consti- 
when This 
opinion was affirmed by the Seventh Circuit 
Court of Appeals (42-1 ustc ¥ 9237, 125 F. 
(2d) 340), citing North American Oil Con- 
solidated v. Burnet 


In W. C. Kurrle, CCH Dec. 11,648-E, 43 
BTA 1209, the board took the next step 
and held that embezzled funds were amounts 
received under a “claim of right” without 
restriction on disposition, enjoyment or use 
and therefore taxable income. This decision 


taxable income received. 


“Claim of Right’’ Doctrine 


was athirmed by the 


ustc § 9357, 126 F. 


Eighth Circuit (42-1 


(2d) 723). 


Just how the taxpayers in the preceding 
two had a “claim of right” to the 
and the further right 
enjoy and use the money as they saw fit, 
was not answered by the courts. Their 
had obviously become affected by 
the ever-extending belief that receipts mean 
income 


cases 


money to dispose, 


opinion 


The fact that taxing these receipts 
prevented the true owner from recovering 
his own moneys was not discussed by the 
courts 


However, this issue of the taxability of 
money reached the Supreme 
Wilcox, 46-1 ustTc 
404; that Court made it 
the embezzling 


embezzled 
Court in Commissioner v 
79188, 327 U. S 
plain that 
had any 


taxpayer never 
“claim of right” to those funds and 


was not taxable on embezzled moneys 


E. B. Elliott Company 


A new field of gross receipts was caught 
in the net of the “claim of right” doctrine 
by the Board of Tax Appeals in E. B. 
Elliott Company, CCH Dec. 12,075, 45 BTA 
82. In this case the petitioner, engaged in 
the outdoor advertising business and keep 
ing its books on the accrual basis, received 
in advance payments on contracts to be per- 
formed after the taxable year. The Board 
of Tax Appeals, holding that there were no 
apparent restrictions imposed upon the peti- 
tioner’s use of the prepayments, held that 
said advance payments 
income of the year received, citing 
Edwin B. DeGolia, CCH Dec. 10,857, 40 
BTA 845; O’Day Investment Company; and 
Renwick v. U. S each dealt 
with a taxpayer on a cash-receipts basis and 
the payment involved in the O’Day Invest 
ment case was a bonus for the execution of 
a lease 


were includable in 


gross 


These cases 


The board then cited Commissioner 
v. Lyon to support its holding that the fact 
that the taxpayer is on an accrual basis does 
not prevent the prepayments from being 
included in gross income in the year of receipt. 


This board case was also the first to involve 
both an accrual-basis taxpayer and the need 
to render future services in consideraton of 
the amounts received. In the latter respect 
distinguished from the line of 
where the property is turned 
over to a lessee who enjoys the use of it 
for a period of years. 


it may be 


rent cases 


Following the Elliott case were those of 
South Tacoma Motor Company, CCH Dec. 
13,789, 3 TC 411, holding amounts received 
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from sale of coupon books entitling pur 
chaser to auto services in a subsequent year 
were income in year received to accrual- 
basis taxpayer; Your Health Club, Inc., CCH 
Dec. 14,250, 4 TC 385; Automobile Club of 
Michigan, CCH Dee. 19,900, 20 TC 1033; 
Wallace Moritz, CCH Dec. 20,129, 21 TC 
622, in which deposits received by a photog- 
rapher for portraits which were not com 
pleted and accepted by customer until next 


taxable in 


year were year received to an 
accrual-basis taxpayer. 
It i well to take stock here and see 


whether the taxpayers in the above cases 
really have received earnings under a “claim 
of right” with no restriction on its disposi- 
tion within the 
Court’ holding in 


Consolidated v. Burnet 


meaning of the 
North 


Supreme 
American Oil 


Certainly amounts received for services 


to be rendered at a future time are not 
“earnings o1 


“net profits’ at the time ol 


receipt within the 


meaning used by the 
Supreme Court in North American Oil Con 
solidated v The taxpayer, whether 


it be engaged in advertising, 


Burnet 
television serv 
ice, construction, automobile repairs, photog 
raphy, ete before it renders the 
has not yet earned the money 


services, 
In tact, atter 
rende red and 


services are expenses incurred, 
there may not be any net profits derived 
from the contracts Do such amounts 


represent income received “under the claim 


of right without restrictions as to its dis 


position” ? 


Would an 


mill in 


received by a textile 
1,000 vards of cloth 
be income when received, if merchandise is 


amount 
December for 
not yet Inventory, 


hipped? 


containing 


costs of raw material and production, would 


certainly have to be reduced, and thus only 
net earnings would be reflected But sup 
pose the cloth was not yet in inventory and 


was first to be produced in a subsequent 
that fact make the 


taxable 


yea! Doc advance 


payment income 


The answer to this question can best be 


drawn by the folk illustration: Assume 
taxpayer started business in 


1948, and during November and 
$50,000 on 


wine 
a corporat 


Nove mie Pp 


December received 


advertising 
contracts or television service contracts, on 
which it to realize net f 


10 per cent, or $5,000 


hopes 


earnings of 
further that 
the expenses actually incurred on these con 


Assume 


tracts amount to but $5,000 during 1948 
and that $40,000 of expenses are anti ipated 
in 1949. If the amounts were truly received 


unde ra 
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It is the author's opinion that the 
restriction on the receiving 
taxpayer's right to use the money 
any way it sees fit need not be 
spelled out, letter for letter, 

in a contract. 


dispose of without 


any restrictions, the 
corporation could presumably, after provid- 
ing for income taxes of $18,000 (40 per cent 
of $45,000), distribute the balance of $27,000 
as an ordinary or liquidating dividend. Of 
course, the corporation would not then have 


the financial means of servicing the 


con- 
tracts, but the stockholder would have 
$27,000 instead of $5,000, with perfectly 


good title if there really were no restrictions 
on the corporation’s right to dispose of the 
money in any way it The writer 
a practice, 


saw fit 


does not recommend such for it is 


quite likely the district attorney’s office 
would be after the owner of the business 
shortly thereafter for conversion of assets 


4 second illustration of the absurdity of 
contending that amounts received for future 
services are received with no restriction on 
the disposition is that of a building con 
tractor who accepts a down payment of 
$10,000 for the construction of a 


be built in the succeeding vear 


house to 
: Whether 
such contractor be on the accrual basis or 
completed-contract basis, is he not bound 
to use the money for the purpose for which 


it was given’? He certainly may not spend 


the money on personal pleasures and con- 
tend there were no restrictions on his dis 


position of the funds 


Similar 
that 


doubts 
landlords 


exist on the allegations 


receive prepaid rents with 
no restriction as to their disposition, use or 
enjoyment unless the 


in the 


restriction is set forth 
While rents received in 
advance on a net lease by a landlord owning 
the fee may fall under the “claim of right” 
doctrine, it is doubtful whether that 
doctrine applies to leases where the land- 
lord must incur substantial disbursements 
in future years to provide the tenant with 
the enjoyment of the« 


contract. 


same 


premises 


For example, assume a taxpayer leases 


a building and rents out space to a number 
of subtenants for a period of years, receiv- 


ing future years’ rents in advance. The 


lessor, in order to give his tenants the en- 
joyment of the premises for which they 
have paid and contracted, must continue to 
provide various building services, such as 
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heat, 
hance 


elevator, electricity, 


repairs, etc., 


water, mainte- 
and pay his building 
rent. If the taxpayer does not pay 
expenses he 


these 
has violated his contract, ex- 
press or implied, and to the extent he must 
meet these expenses he has not the personal 
use and enjoyment of the prepaid rentals. 
Could such a taxpayer default on the pay- 
ment of building rent and just keep the 
prepaid subtenants’ rentals as his own, 
alleging they were received under a “claim 
of right” without restriction on their dis- 
position ? 


It is the writer’s opinion that the restric- 
tion on the receiving taxpayer’s right to 
use the money any way it sees fit need not 
be spelled out, letter for letter, in a con 
tract. The restriction can be one of general 
usage and square business dealings. As the 
Supreme Court said in Brown v. Helvering, 
to be taxable the taxpayer must be “under 
no restriction, contractually or otherwise, as 
to its disposition, use or enjoyment.” Cer- 
tainly, if the restriction had to be specifically 
spelled out in a contract, the Court would 


not have added the words “or otherwise.” 


Freuler v. Helvering 


Just one week before the Supreme Court 
decision in Brown v. Helvering, the Court 
rendered its decision in Freuler v. Helvering, 
4 ustc 71213, 291 U. S. 35. In that case 
the taxpayer, a beneficiary, received income 
distributions from a residuary trust. In 
making distributions the fiduciary 
failed to withhold the amount applicable 
to depreciation on real estate. The applica- 
ble sections of the revenue act in effect at 
that time provided: 


these 


“There shall be included in computing 
the net income of each beneficiary that part 
of the income of the estate or trust for its 
taxable year which, pursuant to the instru- 
ment or order governing the distribution, 
is distributable to such beneficiary whether 
distributed or not.” (Section 219, Revenue 
Act of 1921.) 


was filed in Court 
for the estate in 1928, certain remaindermen 
objected to the accounting on the ground 
that the trustee had paid the entire income 
to the beneficiaries without deducting and 
reserving proper amounts for depreciation 
The Court sustained the objection of the 


When an accounting 


remaindermen and decreed the life bene 
ficiaries repay to the trustee the amount 
which he should have withheld annually 


for depreciation. The sum so fixed for the 


“Claim of Right'’ Doctrine 


year 1921 was approximately $43,000. Pur- 
suant to this decree the petitioner repaid 
his pro-rata share to the trustee for the 
year 1921. 


The question before the Court was whether 
the distribution received by the petitioner 
in 1921 was the amount of taxable income 
or whether that amount should be reduced 
by depreciation, for which a corresponding 
amount was repaid to the trustee in 1928. 
The majority of the Court held that for the 
purpose of imposing the income tax the test 
of taxability is “not receipt of income, but the 


present right to receive it.” (Italics supplied.) 


In answer to the Commissioner’s argu- 
ment that North American Oil Consolidated 
v. Burnet made the original amount of the 


distribution taxable, the Court said: 


“That case, however, involved the receipt 
of income in 1917 through a money award 
of the Court. An appeal was taken and the 
award was not confirmed by the Appellate 


Court until 1922. The taxpayer’s claim 
that the possibility of reversal shifted the 
receipt of income to the later year was 
overruled. Section 219 (Rev. Act 1921) 


had no 
sented.” 


bearing upon the 


(Italics supplied.) 


question pre- 


The Supreme Court also held that a state 
court order for the repayment of that part 
of the distribution applicable to deprecia- 
tion was an order governing distribution 
within the meaning of the law imposing the 
tax on income. The taxpayer did not have 
any right to use or enjoy any amount other 
than that ordered by the court (as deter 
mined seven years later). In the light of 
present-day tax theory, consider the fol- 
lowing made by the 
Court: 


statement Supreme 


“Tf the order of the State Court does in 
fact govern the distribution, it is difficult 
to see why, whether it ante-dated actual 
payment or was subsequent to that event, 
it should not be effective to fix the amount 
of the taxable income of the beneficiaries 
We think the order of the State Court was 
the order governing the distribution within 
the meaning of the Act.” 


Three judges dissented, believing 
American Otl Consolidated v. Burnet 
that the full distribution 
received by the taxpayer was taxable in- 
come in the year received. 


North 


was 
controlling and 


These two opinions of the 


Court, Freuler v. 


Supreme 
Helvering and Brown v 
Helvering, support the belief that restric- 
tions on disposition, use and enjoyment of 
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amounts received may exist even though 
not specifically 
even though the 
from the regular 


stated in a contract 
funds are not 


account 


and 
set aside 
Certainly a tax- 
payer cannot be said to have the enjoyment 
of funds when he must hold them to pay 
for the expenses that must be 
ervicing the contract 


incurred in 


l. T. 3369 


As a result of the Commissioner's hold 
ing, supported by the Board of Tax Appeals 
and some of the courts, that not only earn- 
ings received under a “claim of right,” but 
even receipts were taxable income regard- 
less of when the were to be 
rendered, many taxpayers engaged in serv 
ice fields 


services 


realized they going to be 
deprived of the necessary funds for servicing 
contracts, One of the groups to 
find itself in this predicament pub 
lishers of newspapers and periodicals. These 
publishers, sold 
tions, payable in 


amounts 


were 


earliest 
was 
who three-year subscrip- 
needed the 
received to pay for the 


advance, 
cost ot 
publishing and distributing the newspapers 
and magazines over the ensuing three-year 
period of time. But, if a substantial part 
of the amount received had to be 
paid as income taxes, the publishers would 
not have had the financial means to publish 
and distribute their products, and the sub- 
scribing public would not have received the 
service it had paid for. So, early in 1940, 
the publishers prevailed upon the Commis- 
sioner to issue an administrative ruling, 
I. T. 3369, to permit them to defer the 
amounts received on subscriptions extend 
ing beyond the year of receipt and allocate 
said receipts ovet 
yy By 

“Advice is requested regarding the proper 
method to be used by publishers of periodi- 
cals who keep their accounts and file their 
returns on the accrual reporting 
income and deductions with respect to pre- 
paid 


gross 


the subscription period 
provided in part as follows 


basis in 


subscriptions where the subscription 
period extends beyond the taxable year in 
which the subscription income is received 

“There are two methods employed by 
publishers with respect to such income. By 
the first method, the publisher reports all 
of the income received from prepaid sub- 
scriptions, which cover periods extending 
bevond the taxable vear, for the f 
receipt of the income. By the second 
method, the publisher reports an aliquot 
part ot income tor 
year of the subscription period 
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“It is held that where a publisher of 
periodicals has, over a period of years, 
followed consistently either of the two 


methods outlined above, he may continue to 
file his returns on such basis, he will not 
be required to change to the other basis, 
and his net income for the past years will 
not be redetermined on such other basis.” 


Unfortunately, the above-quoted I. T. 
was not given general application to similar 
situations by the Internal Revenue Bureau, 
but was limited to publishers of periodicals 
A request for the application to television 
service companies of the principles set 
forth in I. T. 3369, though received sympa- 
thetically in Washington, has, in the main, 
been ineffectual due to the decentralization 
policy and the failure of field offices to ex- 
tend I. T. 3369 to anyone but publishers 
of periodicals, or to request advice from 
Washington, although such advice was in- 


vited by the Technical Rulings Division 


The problem of such service companies 
is a serious one. On a television service 
contract of $80 for one year, the taxpayer 
hopes to realize a profit of $5. If such 
contract is taken in December, the tax in 
the year of receipt is $40 and the company 
only has $40 left to meet expenses of $75 
This condition affects not only the tax- 
payer but also the television-owning public 
who, deprived of service, then clamor for 
the investigation of the television service 
industry. 


Kaplan Case 


The rapacity of the vine-like growth of 
the “claim of right” doctrine is emphatically 
noted in the Tax Court Memorandum 
Opinion in Henry C. Kaplan, CCH Dec. 
12,924-B, 1 TCM 336 (1942). In that case 
a dividend, declared subject to a contingent 
liability to pay taxes of the declaring 
corportion, which taxes were not then 
recognized by the corporation as a liability, 
was distributed to stockholders’ agent. The 
stockholders voluntarily agreed among them- 
selves to permit the agent to withhold an 


amount sufficient to meet the taxes, and 
the taxes were ultimately paid from the 
fund so withheld. The Tax Court ruled 


that North American Oil 
Burnet was applicable and that the full 
amount of the dividend declared, though 
never received, was taxable to the individual 
stockholders. Compare this decision with 
that of the Seventh Circuit Court of Ap- 
peals in Taylor et al. v. Commissioner, which 
was decided subsequent to the Su- 


Consolidated v 


also 
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preme Court decision in North American Oi! 
Consolidated v. Burnet. While the Taylor 
decision was not reversed by specific refer 
ence in other decisions, the persistent ex- 
tension of the right” doctrine 
effectively led 
to such reversal in Henry C. Kaplan 


“claim of 


over a period of five years 


U. S. v. Lewis; Healy v. Commissioner 
and Commissioner v. Smith 


The interpretation of the “claim of right” 
doctrine was back before the Supreme Court 
in U. S. v. Lewis, 51-1 uste J 9211, 340 U. S 
590, and Healy et al. 
Smith, 


Commissioner and 
3-1 ustc J 9292, 345 


z 
Commissioner v 5 
U. S. 278. 


In the first case, the taxpayer, reporting 
on a cash basis, had received a bonus from 
his employer in 1944 and paid income tax 
thereon. In 1946, the court had 
directed the taxpayer to repay the employer 
part of that bonus because it had been im- 
properly computed. Repayment was made 
and taxpayer sued for refund of part of his 
1944 income tax. The Supreme Court 
pointed out that prior to the state-court 
1946 the taxpayer had the full 
use of the amount of the bonus uncondi- 
tionally as his and that there were 
no known restrictions on the bonus money 
at the end of 1944. The Court was of the 
opinion that there was nothing in its 
decision in North American Oil Consolidated 
v. Burnet that permitted an exception merely 
because a taxpayer is “mistaken” as to the 
validity of his claim. Cf. Freuler z 


state 


order in 


own 


Helvering 


In Healy et al. v. Commissioner and Com 
missioner v. Smith, the 
salaries in 


taxpayers had re- 


ceived excess of reasonable 
This excess compensation was 
disallowed as a deduction to the employer- 
corporations. The said corporations did not 
have sufficient funds to pay deficiencies in 
income taxes subsequently determined against 
them. Because of their receipt of exces- 
sive salaries, the Commissioner determined 


compensation 


that the officers were liable as transferees 
for the corporate deficiencies. The tax- 
payers recognized their transferee liabilities 


but argued that because of this liability 
and the payment of the corporate de 
ficiencies, their salaries should be reduced 


by a like amount in the year in which the 
excessive salaries were received. 

The that the 
taxpayers, being on a cash basis, were tax- 
able on the full amount of the salaries the 
would be entitled to a 


Commissioner contended 


year received and 


“Claim of Right’’ Doctrine 


deduction in the 
were repaid. 


year in which the amounts 


The Supreme Court stated that the tax- 
payers had the practical use and benefit 
of the entire amounts of the salaries during 
the year in which the salaries were received 
and that it was manifest that the reporting 
of the salary on the income tax returns in- 
dicated that the income was held under a 
claim of individual right. In answer to the 
taxpayers’ argument that the salaries were 
subject to a restriction on use, the Court 
replied: 


“Actually it could not have been said at 
the end of each of the years involved that 
the transferee liability would materialize. 
The Commissioner might not have audited 
one or all of these particular returns; the 
Commissioner might not have gone through 
the correct procedure or produced enough 
admissible evidence to meet his burden of 
proving liability; or, through 
subsequent profitable operations, the corpo- 
rations might have been able to have paid 
their taxes, obviating the necessity of re- 
sorting to the transferees.” 


transteree 


these decisions it 


In both of should be 
noted that the services had been rendered, 
and the amounts received represented earn- 
ings or net income. There was nothing 
more for the taxpayers to do to be en- 
titled to the amounts received. 
not even an 


There was 
open transaction which re- 
quired further happenings for the realiza- 
tion of income. The fact that subsequent 
events required repayment of amounts pre- 
viously reported as income does not reduce 
the taxable income of a prior year. Neither 
these decisions, however, nor those of 
Brown v. Helvering and North American Oil 
Consolidated v. Burnet, sustain the position 
of the Commissioner or the lower courts 
that amounts received for services to be 
rendered in the future are earnings and tax- 
able under the “claim of right” doctrine. 


Indications of Possible Turn in Tide 


Though, as already noted, the preponder- 
ance of the lower court cases interpreting 
North American Oil Consolidated v. Burnet 
have been adverse to the accounting inter- 
pretation of earnings and net income, there 
have been some indications in more recent 
years of a possible turn in the tide. 


In Seven-Up Company, CCH Dec. 17,656, 
14 TC 965, the petitioner, by agreement 
with the bottlers of its syrup, charged an 
additional $17.50 a gallon for syrup to be 
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used for national advertising to be super- 
vised by an advertising agency. At the end 
of 1943, the petitioner had so received 
$446,000 in excess of amount spent on ad 
vertising, and at the end of 1944 petitioner 
had received $988,098.22. Commissioner con- 
tended excess was taxable income, relying 
on Clay Sewer Pipe Association, Inc., CCH 
Dec. 12,957, 1 T¢ 
previously cited. 
case 


529, and other decisions 
The Tax Court held that 
“distinguishable” from the proceeding 
before it in that the “payments made by 
the participating bottlers were not for serv- 
ices rendered or to be rendered by peti 
tioner,” but by an agency 
(which engaged by petitioner), and 
since the payments from the bottlers were 
not to be 


advertising 
was 


billed as part of price of syrup 
but separately for advertising (though on 
bill), they did not 
earnings received under a 


the same represent 


“claim of right.” 


The court was of the opinion that the 
payments received by petitioner were in 
the nature of trust funds, even though the 
unexpended portions of bottlers’ contribu 
tions were commingled with receipts from 
petitioner’s bank ac 
To support this trust fund doctrine, 
the court referred to Charlton v. Chevrolet 
Motor Company, 115 W. Va. 25, 174 S. E 
570, in which the held to 


be a trustee of advertising funds received 


business in several 


counts 


defendant was 
from dealers and had to answer a suit in 
equity for an accounting of the fund 


The Tax Court that petitioner 
had treated the “advertising fund” as a 
liability on its books and at all times had 
cash and securities in excess of the amount 
unexpended. The court concluded: 


“They [the payments in question] were 
burdened with the obligation to use them 
for national advertising. No gain or profit 
their receipt 
this offsetting obligation.” 


stressed 


was realized on because of 


In Broadcast Measurement Bureau, Inc., 
CCH Dec. 18,264, 16 TC 988, one of the 
criteria set up by the Tax Court in Seven-Up 
Company for nontaxability, namely, services 
to be rendered by someone other than the tax- 
payer, was no longer considered important. 
In the Broadcast Measurement Bureau case, 
the taxpayer, a membership corporation, 
was engaged in the compilation and dis- 
tribution of nation-wide surveys measuring 

audiences. This work 
subscription fees under con- 
tracts obligating petitioner to use the fees 
At the end of the 
1946, had 


radio station was 


financed by 


to meet costs of studies 
fiscal June 30, 
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October, 1955 @ 


received $365,000 in excess of amounts ex- 
pended. By June 30, 1947, the study was 
completed and the balance of $99,000 was 
treated as a liability on 
corporation. 


The contended the amounts 
received under a claim of right constituted 
gross income and the obligation, if any 
(which was challenged), to refund the ex- 


books of the 


Commissioner 


cess of subscription fees over disbursements 
did not exist at June 30, 1946, the study 
not being completed, and events occurring 
in later years were not to be considered. 


The Tax Court held that the subscription 
fees were with a trust fund, 
which fact depends upon the intent of the 
parties and no express words are necessary 
Accordingly, petitioner was held not tax 
able on 


impressed 


excess of subscription fees over 


expenses incurred. 


Judge Murdock concurred in the result, 
only holding that until the study was com- 
pleted, no income could be realized; this 
study was not completed in 1946. Judges 
Turner, Kern and Raum also concurred in 
the result but disagreed with the majority, 
holding that a trust fund had been created 
or that that fact was essential. These judges 
stated 


“The injection of trust law not only is 
not needed for the disposition of this case, 
but, in future cases, where the result must 
turn wholly upon the existence or 
existence of trusts, the pronouncements 


here can only cause trouble and confusion. 


non- 


“The relationship between petitioner and 
its members was simply a contract rela- 
tionship. There was no net income, and 
therefore no deficiency in income tax, merely 
because there valid and binding 
requirement requiring petitioner to repay 
dues-paying members any and all sums not 
required in making Study #1.” 


Was a 


Query: Suppose taxpayer knows and can 
prove by experience that its expenses in 
connection with any particular contract 
will exceed an amount received in advance, 
but there is no obligation to refund excess 
of amounts received over expenses, which 
under supposed facts would be meaning- 
Does the absence of such obligation 
make the 
taxable income? 


less. 


amounts received in advance 


In Midvale Company v. U. S. (October 
5, 1954), the United States Court of Claims 
went one step further and held that re- 


strictions on the claim of right to receipts 
exist not only where all of the excess of 
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receipts over expenses must be repaid but 
also where only a part may have to be 
repaid and this is determined in a later year. 


During 1936-1939, petitioner performed 
contracts for the United States Navy De- 
partment under the Vinson-Trammell Act, 
limiting profits to 10 per cent of the total 
contract price. Taxpayer received the full 
amount of its contracts but in subsequent 
years profits in excess of 10 per cent less 
a credit for income taxes already paid 
thereon was paid back to the Treasury. In 
computing excess profits credit, petitioner 
did not reduce its 1936-1939 earnings by 
amounts later repaid to the Treasury on Navy 
Department work. The Commissioner, after 
making such adjustments, assessed deficiencies 
which were paid and petitioner sued for refund, 
alleging under North American Oil Consoli- 
dated v. Burnet that it had received amounts 
under “claim of right” and excessive profits 
determined and payments made in subsequent 
years did not reduce 1936-1939 earnings. 


The Court of Claims held that the Navy 


contracts subject to the Vinson Act im- 
posed an obligation to repay profits in 
excess of 10 per cent even though such 


excessive profits first were determined 
in subsequent years; therefore, Midvale had 
no claim of right to full amount of contract 
price, and earnings for 1936-1939 had to 
be reduced. 


Query: Why must restriction on “claim 
of right” doctrine be an obligation to repay 
an amount to Why not an 
obligation to incur an expense for customer? 
The dollars-and-cents effect upon the tax- 
payer is the same. 


customer? 


Beacon Publishing Company 
v. Commissioner 


In Beacon Publishing Company v. Com 
misstoner, 55-1 ustc 7 9134, 218 F. (2d) 697, 
the Court of Appeals for the Tenth Circuit 
finally went all out in holding that amounts 
received in advance by an accrual-basis 
taxpayer were not earnings until service or 
merchandise which was 
was rendered or delivered 


being purchased 


In this case the taxpayer, on accrual 
basis, received prepaid newspaper subscrip 
tions for a period of time extending beyond 
the taxable year. Beginning in 1942, tax- 
payer conducted an intensive campaign to 
secure prepaid subscriptions extending in 
some over a period of five years. 
Money so received was not segregated but 
was used for working capital. At the end 


cases 


“Claim of Right’’ Doctrine 


of 1943, the taxpayer deferred some $95,000 
as “Prepaid Subscriptions,” representing 
the aliquot part of the subscriptions appli- 
cable to newspapers to be produced and 
delivered in subsequent years. 
ceded that these prepaid 
received without any 
their use. 


It was con- 
amounts were 
restrictions as to 


The circuit court, after referring to Sec- 
tions 41 and 42 of the 1939 Code, stated 
that the “obvious purpose of these pro- 
visions is to obtain from the taxpayer a 
return reflecting its true income and to 
treat income received and deductible ex- 
penses consistently. United States v. Mitchell, 
271 U. S. 912,” 


The court then pointed out that the es- 
sence of the accrual method is to account 
for income in the year in which the amount 
is earned or becomes fixed, irrespective of 
when payment is ultimately received. Ap- 
plying this principle to the case before it, 
the court said: 


“Thus, in this case, if the taxpayer had 
sold a large number of subscriptions to its 
paper for the taxable year, payments for 
which were to be made in a subsequent 
taxable year, the amount would accrue and 
be taxable when the subscriptions were 
sold. An important feature of the accrual 
system is that income shall be reported at 
such a time that it will, so far as possible, 
be offset by expenditures incident to earn- 
ing it, rather than expenditures related to 
earning other income. Commissioner v. Se 
curity Flour Mills, 135 F. (2d) 165, aff’d 
321 U. S. 281; Aluminum Castings Co. v. 
Rontzalin, 282 U. S. 92; Niles Bement Pond 
Co. v. U. S., 281 U. S. 357; Lucas v. Ox 
Fibre Brush Co., 281 U. S. 115; American 
National Co. v. U. S., 274 U. S. 99; United 
States v. Anderson, 269 U. S. 422.” (Italics 
supplied.) 

The court distinguished 
Oil Consolidated v 
Healy VU 


Commissioner in 


North American 
Burnet, U. S.v 
Commissioner, 


Lewis and 
relied on by the 
that in cases the 
issue was the “claim of right” to ownership 


of the funds which 


those 


admitted to be 
(net) income in nature, whereas in the case 
of Beacon Publishing Company there was no 


was 


dispute as to ownership of the funds. It 
was admitted they belonged to the taxpayer 
with no disposition. “The 
when should they be taxed.” 
In answer the court said: 


restriction on 
question is 


“The Tax Court, as it had in other cases 
took the literal language from the 
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context of opinions in the foregoing cases 
and applied it to the prepaid income here 
even though there is no dispute as to the 
ownership of funds. It gave no considera- 
tion to the fact that the taxpayer accounts 
for its income under the method 
will not incur the necessary 
to earn the income until following taxable 


years 


“In 
that 


accrual 


and expenses 


holds 
received by a tax 
payer, which are subject to income 
must be returned in the year of receipt if 
owned or claimed by the taxpayer, regard 
less of the method of 
has been adopted, or funds are 
earned. Such application of the 
rule limits the accrual method to the class 
of cases where money 


words, the Tax Court 


payments 


other 
advance 


tax, 


accounting which 
when the 


actually 


has been earned and 
fixed, but the 
a subsequent taxable 


the right to it has been 
receipt is delayed to 
period The application of the doctrine 
would in most cases result in a distortion of 
income It 
taxpayer cash re 

prepaid Such 
was not the reasoning or the purpose of the 


an accrual 
would 
ceipts 


taxpayer's 
force the into a 


basis for all items 


[Supreme Court] cases relied upon 


There was an added feature in the above 
case in that the taxpayer had, prior to 1943, 
reported subscriptions as 


prepaid income 


received and did not 
from the 
sion to change the method of reporting pre 
lhe held 


change in taxpayer's 


in the year request 


or receive Commissioner permis 
paid subscriptions 
that this 


circuit court 


was not a 


accounting system 
the Commissioner 


that discretion of 
not empower him 
to add to the taxpayer’s gross income for 
a given year an item which rightfully be- 
longs in another year. Commissioner v 
Frame, 52-1 7 9239, 195 F. (2d) 166; 
Commissioner v. Mnookin Estate, 50-2 ustc 
{ 9431, 184 F. (2d) 89. 
Despite the complete 
government's position dealing with pre- 
paid income by the United States Court 
of Appeals for the Tenth Circuit in Beacon 
Publishing Company v. Commissioner, the 
Solicitor General has decided that no peti- 
tion for certiorari will be filed from that 
decision. Whether that means the Internal 
Revenue Service will liberalize its inter- 
pretation of the “claim of right” doctrine 
to conform to the dicta of the 
Tenth Circuit accrual-basis 
taxpayers, only 


and 


does 


uUsTC 


reversal of the 


sweeping 
with 


will tell 


Taxpayers in other circuits are now in a 


dealing 
time 


more fortunate position in that a prop has 
been provided for obtaining certiorari from 
the Supreme Court if the courts of appeal 
in their circuits differ from the Tenth Circuit. 

Eventually the matter must come up again 
before the Supreme Court, and it is hoped 
that Court will reiterate the principles set 
forth in U. S. v. Anderson, 1 ustc J 155, 269 
U. S. 422, that it is income in the economic 
and bookkeeping which the 
statute is concerned, and put an end once 


sense with 


and for all to the taxing of prepayments as 
income to an accrual-basis taxpayer 


[The End] 


FARMER FINDS DEDUCTIONS FOLLOWING FLOODS 


flood can be 
tax return 
While a farmer 


jected to a disastrous 


outlook alter a 
somewhat 


farmer’s bleak 
eased on his 
whose land is sub 
flood may not 
deduct loss, 


crop damage as casualty 


since he will have deducted elsewhere 
his costs in raising the crop as a busi 
make a 


diminished 


ness expense, he can deduc 
tion for the 


land 


value of his 
flood. In W, M 
1 975, 59 F. (2d) 893 


(CCA-10), the court, in reversing the 


caused by the 
Ferguson, 3 ust 


involving dam 
flood, held that 
‘I here 
resulting in a 
amount of which 
under stipulated facts was readily as- 
certainable.” 


lax Court, in a case 
age to farmland by 
“there was a closed transaction 
was a physical injury 


complete loss, the 


October, 


1955 @ 


deductions 
flood 
Live 
stock raised by the farmer operating 


farmer takes 
livestock 


depends on his accounting basis 


How the 


for loss of during a 


on a cash basis and lost during a flood 
do not provide a deductible loss, since 
the expense of raising them has previ 
taken 
case of animals purchased, the cost less 


ously been However, in the 
allowable is 
deductible. (Tenney, CCH Dec. 11,358, 
42 BTA 1049.) Where the 


operates on an accrual 


depreciation allowed or 


farmer 
basis, where 
inventories are used to figure income, 
lost livestock (whether raised or bought 
for resale) do not provide a separate 
loss deduction, since the loss will show 
up by reduction of the inventory at 


the end of the year 
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The New 


The Definitions of the Words in the 
Reorganization Sections Are 


Replete with Specialized Meanings 


Reorganization Definition 


By ROBERT S. HOLZMAN 


Dr. Holzman’s article ‘‘A Variorum 
Definition of the Terms in 
Reorganization"’ was published in the 
April, 1944 TAXES. Since that time, 
many additional interpretations of 
the words have been supplied, 

and there is a new definition 

of corporate reorganizations in the 
1954 Code. He has, therefore, 
prepared this new analytical article. 


— ordinary perplexity of definitions 
has been complicated by the fact that 
“Tax language normally has an enclosed mean 
ing or has legitimately acquired such by the 
authority of those specially skilled in its 
application.”* In the opinion of Judge 
Learned Hand. “the meaning of a sentence 
may be more than that of the separate 


words, as a melody is more than the notes.’ 


Time and again, a lengthy and complicated 
piece of litigation will actually depend upon 
the definition of corporate reorganization. 
All of the circuitous facts and circumstances 
may be boiled down to the simple question, 
does this fall into the meaning of “reor 
ganization” as contained in Section 368 oft 
the Internal Revenue Code of 1954? In 
innumerable cases, one meets statements 
similar to these: “The answer to the aues- 
tion presented by petitioner’s contention 
of whether there is here a non-taxable re 


! McDonald v. Commissioner, 44-2 ustc 7 9516, 
323 U. bs. 57 

2 Helvering v. Gregory, 1934 CCH { 9180, 69 F 
(2d) 809 (CCA-2), aff'd, 35-1 wustc { 9043, 293 
U.S. 465. 

t Peabody Hotel Company, CCH Dee. 15,335 
7 TC 600 (1946) 

‘H. G. Manning Trust et al., CCH Dec. 18,004 
15 TC 930 (1950) 


Reorganization Definition 


othe 


organization depends, in part, upon answers 
to other subsidiary questions arising out 
of the definition of ‘reorganization’.”* “This 

. depends upon the question of whether 
the transaction whereby , 
was merged into. 


.. [one company] 

.. [another] was a stat- 

utory reorganization within the meaning of 
the Internal Revenue Code.” * 


Was there a reorganization? That de- 
pends primarily upon whether or not the 
meaning of the statute was understood and 
applied in what was done. “The correct 
depreciation basis for the property which 
petitioner acquired from its predecessor de 
pends upon whether petitioner is entitled 
to take the basis of the transferor. That in 
turn goes back primarily to the question 
whether the transaction by which the prop- 
erty was acquired was a reorganization.” * 
“It does not matter whether or not the 
transaction in question would have been a 
reorganization within the generally under- 
stood meaning of that term Such a 
meaning of the term has no significance 
here, for the statute defines ‘reorganiza- 
tion’ ron [T Jhe transaction does not 
fall within the definition of ‘reorganization’ 
in the Statute, and it thereby follows that 
the profit from the exchange of stock was 
taxable.” 


Although the definitions are important, it 
is more important to see how these words 
fit into the pattern of statutory reorganiza- 
ions. As Mr. Justice Holmes wrote, “We 
see nothing to be gained by the discussion 
of judicial definitions.”* And “It is one 


* Montgomery Building Realty Company, CCH 
Dec. 15,296, 7 TC 417 (1946) 

* Alfred R. L. Dohme, CCH Dec. 8801, 31 
BTA 671 (1934) 

* Case v. Commissioner, 39-1 ustc § 9481, 103 
F. (2d) 283 (CCA-9) 

a | S. 1 Kirby Lumber Company, 2 ws 
* 814, 284 U.S. 1 (1931) 
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The author is professor of taxation, 
New York University Graduate School 
of Business Administration. 


of the surest 
developed 


indexes of a 
jurisprudence 
fortress out of the dictionary.” 


and 
make a 
But there 


mature 


not to 
vy 


has to be a starting point. 

The definition of a statutory reorganiza- 
tion is given in Section 368 of the Internal 
Revenue Code of 1954 
Reorganization 


“(1) In General For 
and II and this part, the 
tion’ means 


“(CA) 2 


(a) 


yurposes of parts | 


term ‘reorganiza 


staiutory merger or consolidation; 


“(B) the acquisition by one corporation, 
in exchange solely for all or a part of its 
voting stock, of stock of another corporation 
if, immediately after the acquisition, the ac- 
quiring corporation has control of such other 
corporation (whether or not such acquiring 
corporation had control immediately before 
the acquisition) ; 


“(C) the acquisition by one corporation, 
in exchange solely for all or a part of its 
voting stock (or in exchange solely for all 
or a part of the voting stock of a corporation 
which is in control of the acquiring corpora- 
tion), of substantially all of the properties of 
another but in 
exchange is 


corporation, determining 
the stock 
the assumption by the acquiving corporation 
of a liability of the other, or the fact that 
property acquired is subject to a liability, 
shall be disregarded; 


whether solely for 


“(D) a transfer by a corporation of ail or 


a part of its to another 


assets corporation 

the trans- 
shareholders 
who shareholders 

the transfer), or 
thereof, is in the 
the are trans- 
ferred; but only if, in pursuance of the plan, 
stock or securities of the corporation to which 
the distributed 
in a transaction which qualifies under sec 
tion 354, 355, or 356; 


if immediately after the transfer 


feror, or one or 
persons 


before 


more of its 
(including were 
immediately any 
combination control of 


corporation to which assets 


assets are transferred are 


“(E) a recapitalization; or 


* Cabell v. Markham, 148 F. (2d) 737 (1945). 

” (jroman v. Commissioner, 37-2 { 9533, 
302 U.S. 82 

" Proposed regulations, Sec. 1.368-2(b). 

*Cortland Specialty Company v. Commis- 
sioner, 3 1 980, 60 F. (2d) 937 (CCA-2 
1932) 


744 


UsT¢ 


usT¢ 


October, 


1955 °@ 


“(F) a mere change in identity, form, or 
place of organization, effected.” 
(Italics supplied.) 


however 


Twenty of the above words or phrases, 
as italicized above, have had interpretive 
definitions provided by statute or by judicial 
Or administrative rulings. will be 
taken up in order. 


These 


“Means.”—‘When an exclusive definition 
is intended the word ‘means’ is employed, 
as in the section we have quoted defining 
reorganizations.” ” 


“Statutory Consolidation.’ 
“The words ‘statutory merger or consolida- 


tion’ refer to a 


Merger or 


merger or consolidation 
effected pursuant to the corporation laws of 
the United States or a State or Territory 
or the District of Columbia.” ” 


“A merger ordinarily is an absorption by 
one corporation of the properties and fran- 
chises of another whose stock it has ac- 
quired. The merged corporation ceases to 
exist, and the merging corporation alone 
survives. A _ consolidation 
solution of the companies consolidating, 
and a transfer of corporate assets and fran- 


> 12 


involves a dis- 


chises to a new company.’ 


“For purposes of taxation mergers meet- 
ing the requirements of the Revenue Acts 
will be recognized as such whether they are 
made under the provisions of the banking 
law, or not.” ™ 


“Under the broad definition 
given to the term ‘merger’ in the statute, 
it is obvious that 
corporation of all 


somewhat 


the acquisition by one 
the outstanding stock 
of another corporation was included, even 
if this means the acquisition of 
minority interest therein.” * 


only a 


“We are of the opinion that a 
without valuable with the 
intent that the shall, as the 
statute provides, cease to exist, made in ac- 
cordance with the statute, has all the ele- 
merger and comes within the 
principle that the corporate personality of 
the transferor is that of the 
transferee.” ” 


“The admitted fact that the merger of 
the two corporations was a ‘true statutory 
merger’ under the New Jersey law is not 
dispositive of 


transfer 
consideration, 
transferor 


ments of a 


drowned in 


the question as to whether 


§ 9420, 


Commissioner, 
(2d) 815 (CCA-1). 


" Thurber 1 
84 F 

™ Commissioner v. 
F. (2d) 359 (CCA-3). 

% Helvering v. Metropolitan Edison Company, 
39-1 ustrc { 9432, 306 U. S. 522 


36-2 ust 


Dana, 39-1 ustc { 9427, 103 
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there was a ‘statutory merger’ here within 
the meaning of [the statute]. It is 
well-settled that a State law cannot alter 
the essential characteristics required to en- 
able a taxpayer to obtain exemption under 
the provisions of a Federal Revenue Act.” ” 


“Corporation.”—“The term ‘corporation’ 
includes associations, joint-stock companies, 


and insurance companies.” ™ 


“In determining the extent to which gain 
shall be recognized in the case of any of 
the exchanges described in section 332, 351, 
354, 355, 356, or 361, a foreign corporation 
shall not be as a corporation 
unless, before such exchange, it has been 
established to the satisfaction of the Secre- 
tary or his delegate that such exchange is 
not in pursuance of a plan having as one 
of its principal purposes the avoidance of 
Federal income taxes.” ” 


considered 


ay [T]he term ‘corporation’ will be 
interpreted to mean a corporation which 


does some ‘business’ in the ordinary mean 


ing; and escaping taxation is not ‘busi 
ness’ in the ordinary meaning.” ” 
“The Court held that it was not a ‘cor- 


poration’ within the meaning of that term, 
as Congress may be understood to have 
used it, because in common speech, it means 
a jural person created to conduct industry, 
commerce, charity, or some other commonly 
practiced activity, and not to serve mainly 
from Such a cor 
poration might be in some contexts a ‘cor 
poration’; but words are chameleons, which 
reflect the their environment, and 
in a tax statute ‘corporation’ could not have 
been so intended.” ” 


as an 


escape taxation. 


color o! 


“Exchange.”’—‘The context of the Reve- 
nue Act and its legislative history give no 
hint that the word used in 

. . [this section] is to be given other than 
its ordinary meaning 


‘exchange’ as 


‘Exchange’ is 
the 
another, requiring 
kind and excluding 
transactions into which money enters either 
as the 


a word of precise import, 


thing for 


meaning 
giving of one 


the transfers to be in 


consideration or as a basis of meas- 


“% Roebling v. Commissioner, 44-2 ustc { 9388, 
143 F. (2d) 810 (CCA-3) 
’ Code Sec. 7701(a) (3) 


*% Code Sec. 367 

”% National Investors Corporation v. Hoey, 
44-2 ustc § 9407, 144 F. (2d) 466 (CCA-2) 

*® Commissioner v. National Carbide Corpora- 
tion et al., 48-1 uwstc { 9229, 167 F. (2d) 304 
(CCA-2), aff'd, 49-1 ustc § 9223, 336 U. S. 422 

2 Trenton Cotton Oil Company v. Commis- 
sioner, 45-1 ustc { 9224, 147 F. (2d) 33 (CCA-6). 


2 Meyer et al. v. U. 8., 
F. Supp. 898 (Ct. Cls.) 


54-2 ustc {§ 9437, 121 
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term is almost 


ure. The synonymous 
with ‘barter’... . The sale of property and 
the immediate repurchase of like property 
is not an exchange, because the basis of the 


transaction is measured in money.” ”™ 


“The ‘exchange’ in this context, 
clearly connotes the transfer of something 


term 


of value for the stock, one being given in 
consideration of the other. Here, the stock 
of the old corporation was absolutely worth- 
less at the time of the sale of the assets 
and at the time of the transfer of the stock 
and therefore could not be ‘exchanged’ for 
the stock of the new corporation within the 
meaning of the statute.” ™ 


“Solely.”-——“ ‘Solely’ leaves no leeway 
Voting stock plus some other consideration 
does not meet the statutory requirement.” ™ 

“*Solely’ is aimed at what is received in 
exchange and not what is handed over in order 
to secure participation in a reorganization.” ™ 

ma Spach 
in othe; 


“As used in section 368 as well as 


the Revenue 


provisions of Internal 


Code, if the context so requires, the con- 
junction ‘or’ denotes both the conjunctive 
and the disjunctive, and the singular in- 


cludes the plural 
sions of the with if 
‘stock and received in ex- 
change as well as if ‘stock or securities’ are 
rec eived is 

“Voting Stock.”’—"“Despite redeemability 
and the limitation of dividends the owners 
of the preferred stock were not in the posi- 
tion of creditors, but were stockholders with 
a proprietary interest in the corporate under 
taking and with a corresponding relation, 
through the voting right, to the 
of that undertaking. The voting right re- 
mained unimpaired until actual redemption 
The statute is not concerned with a failure 
to exercise existing rights.” ™ 


For example, the provi 
statute are complied 


securities’ are 


direction 


“The statute does not require participation 
in the management of the purchaser.” ” 


.. [B]oth preferred and common were 
voting and which happened to be 
the voting stock at a particular time was 
incidental.” * 


stoc ks, 


* Helvering wv. Southwest Consolidated 
poration, 42-1 uste § 9248, 315 U. S. 194 

* Securities Company v. Commissioner, 3 ust 
{ 1091, 64 F. (2d) 330 (CCA-2, 1933) 

* Proposed regulations, Sec. 1.368-2 

% Atlantic City Electric Company v. 
sioner, 3 ustc { 1046, 288 U. S 


Cor- 


Commis- 
152 (1933) 


2 Nelson v. Helvering, 36-1 wustc 9019, 296 
U. S. 374. 

2% Forrest Hotel Corporation v. Fly, 53-1 ustc 
* 9398, 112 F. Supp. 782 (DC Miss.) 
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“Stock.” —"The term ‘stock’ includes shares 
in an association, joint-stock company, or 
insurance 


” 2 


company 


“In general, the term ‘stock’, for purposes 
of this subchapter, includes all forms and 
classes of instruments the in 
terest of the owners of the equity interest 


in the 


representing 


distinguished 
the claim of per- 
sons whose relationship with the corporation 
that of 
‘securities’.” 

“Immediately After.”—“The 
not that the original 
remain indefinitely in 


corporation as from 


instruments representing 


is similar to creditors, 


OO 


generally 
referred to as 
does 
shall 
the ex 

It is only necessary that the owners 
property shall be imme 
diately in control of the corporation to which 
the 


situation 
require owners 
control after 
change 
or the transferred 


transfer of rhe 


property is made.’ 


“Statutory 


exchange’ 


words ‘immediately after the 


require control for no longer period; 


in tact, " 


“The date of 
others ot 


momentary control is sufficient.” 


completion of the sale to 
the stock received by the 
not the decisive 


determining when ‘control’ 


part ot 
transferors date for 


was acquired.” ™ 


was 


“Control.”—“For purposes of part I (other 
than section 304), part Il, and this part, the 


term ‘control’ means the ownership of stock 


possessing at least 80 percent of the total 


combined voting power of all classes of 


stock entitled to vote and at least 80 percent 
of the total 


number of other 


” 04 


shares of all 


classes of stock of the corporation 


[I]n determining control only stock 


36 


actually issued is considered 


“Nor is the requisite ownership and con- 
trol the fact that petitioner 
planned to sell its capital stock to the gen 
public. The 
of the plan of 


(Tt 


newated by 


eral public sale was not part 


reorganization or exchange.” “ 


makes no difference whether 
was by the old stockhold- 
their capacity as 
or because of the tact 
creditors. It is enough 
control of the 
Sto kholders, 


control retained 


ers, in such 
that 
that 


new 


stockholder s, 

they 
the persons 
company 
although they 


were 
having were 
former received 
* Code Sec 


” Proposed 


T7701 (a) (7) 
regulations, Sec 
' Schmieg, Hungate € 
Dec. 7860, 27 BTA 338 (1932) 

" American Bantam Car Company, CCH Dec. 
16,601, 11 TC 397 (1948), aff'd, 49-2 wste § 9471, 
117 F. (2d) 200 (CA-6) 

sW. H. Smith LBlectri« 
20,452(M), 13 TCM 646 

“ Code Sec. 368(c) 

* Case cited ut footnote 32 


1,.317-4 


Kotzian, Inc., CCH 


Company, CCH Dec. 


746 October, 


1955 @ 


The term ‘property’ has recently 

been held by the courts to include 
every interest one may have in 

any and every thing that is the 
subject of ownership.''"—Anna Taylor, 
CCH Dec. 1369, 3 BTA 1201 (1926). 


the stock in the new corporation resulting 
from the 


as creditors of 


reorganization in 
the old 


“Substantially All.”—‘ ‘Substantially all’ 
has been recognized by the Commissioner’s 
regulations ... as an 


their capacity 
company.” ™ 


term which 
cannot be interpreted as meaning any par- 
ticular but must be 
facts of the 


elastic 


percentage, 
the 


construed 
according to 


” 38 
case 


partciular 


“Petitioner contends that substantially all 
of its ‘properties’ means substantially all of 
its physical ‘operating’ properties. We be- 
live that no such placed 
on the word ‘properties’. 


limitation can be 
The word must 
be taken in its ordinary sense, and as it is 
a comprehensive word, it includes accounts 
receivable If had intended to 
restrict the meaning of the word, it would 
have When the statute 
‘substantially all’, it means what it says. 


“We the opinion that both the 
Cosmos Carbon Company and the Natural 
Gas Products Company transferred to the 
United Carbon Company ‘substantially all’ 


its assets 


Congress 


done so Says 


* 30 


are oft 


In the one case 91.6 percent of 
its assets were transferred and in the othe 


95.7 perc ent.” “ 


“It is now recognized that the value at 
the time of the transfer is the proper basis 
for determining the percentage of property 
transferred and retained and on that basis 
the plaintiff-appellant transferred 92.6% of 
its property and retained 7.4%. Under the 
decided cases such a percentage represented 


substantially all of the a 


property.” 


“The assets available for included 
sufficient cash to pay that amount to all of 


the non-depositing bondholders, 


transtier 


and a suf 

*% National Bellas Hess, Inc 
20 TC 636 (1953) 

' Seiberling 
sioner, 48-2 ust 

*% Rishill 
(1925) 

" Pillar Rock Packing Company v. Collector, 
37-2 ustc {7 9386, 90 F. (2d) 949 (CCA-9). 

@ Nelson v. U. 8., 47-1 ustc $9121, 69 F 
Supp. 336 (Ct. Cls.). 

" American Foundation 
41-2 ustc § 9613, 120 F 


, CCH Dec. 19,758, 
Rubber 
| 9343 
Phonograph 


Company v. Commis- 
169 F. (2d) 595 (CCA-6) 
Company, 2 BTA 229 


Company 1 U. 8 
(2d) 807 (CCA-9) 
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ficient amount for that purpose was actually 
set aside for them. The assets of Western 
to that extent were never really acquired 
by the petitioner. It thus appears that 
the petitioner acquired subsantially all of 
the assets of Western solely in exchange for 
all of its voting stock since, as the statute 
provides, the assumption by the petitioner 
of certain liabilities of Western is to be 
disregarded.” “ 


“Property.”—“For purposes of this part, 
the term ‘property’ money, secu- 
rities, and any other property; except that 
such term not include stock in the 
corporation making the distribution (or 
rights to acquire such stock).” ® 


means 


does 


“The term ‘property’ has recently been 
held by the courts to include every interest 
one may have in any and every thing that 
is the subject of ownership.” “ 


[Mlortgage indebtedness 
be treated as ‘other property or 
received within the meaning of 
statute].” “ 


“The 


thereon 


must 
money’ 
{the 


judgments obtained 
property in the 


and the 


constituted 
” 46 


notes 
hands 
of the pe titioners. 

“The only relevant definitions of ‘prop- 
erty’ to be found in the principal standard 
dictionaries are the favored by the 
Commissioner, 1. ¢., either that ‘property’ 
is the physical thing which is a subject of 
ownership, or that it is the aggregate of the 
owner’s rights to control and 
that thing. ‘Equity’ is not given as a synonym, 
nor do either of 


two 


dispose of 


the foregoing definitions 


suggest that it could be correctly so used.” “ 


“Assumption of a Liability.” 
promptly 


-‘Congress 


reasserted its desire to remove 
(bona fide) reorganizations from tax recog- 
nition; but while thus directing that such 
assumption or acquisition shall not be con- 
‘other property or money’ and 


shall not prevent the exchange from being 


sidered as 


tax-free, Congress recognized that, as to the 
provision of the law relating to the require- 
ment of substantially proportionate interests, 
“ Westfir Lumber Company, CCH Dec. 15,427, 
7 TC 1014 (1946) 

*® Code Sec. 317(a) 

“Anna Taylor, CCH 
(1926) 

*® Gabe P. 
(1948) 

* Alexander E. Duncan et al., 
16.027, 9 TC 468 (1947). 

“ Crane 1 Commissioner, 47-1 
331 U. S. 1 

* Mather 4 Company, CCH Dec. 1 
1001 (1946), aff'd, 46-2 ust 
680 (CA-6) 


Dec. 1369, 3 BTA 1201 


Allen, CCH Dec. 16,288, 10 TC 413 


CCH Dec, 


ustc { 9217, 


81 5 TC 
(2d) 


4,811, 
{ 9375, 157 F 
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the assumption of a liability should be con- 
sidered, and therefore provided that, for 
this purpose only, assumed liabilities were 
to be stock or 
received.” ” 


considered as securities 


“Acquired.”"—“The word acquired 
undoubtedly used in the statute in its ordi- 
nary 


Was 


as one’s own’ and 
we think it should be applied in that sense.” ” 


”—*W hen [the statute] 
speaks of a transfer of assets by one cor- 
poration to another it transter 
made in pursuance of a plan of reorganiza 


sense of ‘obtained 
“Transfers 
means a 


tion of corporate business, and not a trans- 
fer of assets by one corporation to another 
in pursuance of a plan having no relation 


” bo 


to the business of either 


“Such a reciprocal transfer of 


property 
is an exchange.” 


“Shareholders.” —“The term ‘shareholder’ 


includes a member in an association, joint- 


stock company, or insurance company.” 


that the term ‘its shareholders’ 
only the 
but 
its shareholders 


statute 


‘To say 


Ineans not 


corporation’s actual 


shareholders also the shareholders of 
would be to add to the 
there and to 
give it an effect which its plain words do 
not compel.” “ 


something that 1s not 


“Whatever rights a 
have 


warrant holder may 
‘to require the obligor corporation to 
maintain the integrity of the shares’ covered 
by the warrants. . . he is not a shareholder 
.. it is one thing to say that the bond- 
holders ‘stepped into the the old 
stockholders’ so as to acquire the proprietary 
interest in the insolvent 
quite another to say 


holders’ of the old 


shoes of 


company. It is 
were the ‘stock- 
company. sl 


they 


“Persons.”—"‘The term ‘person’ shall be 
construed to mean and include an individual, 
a trust, estate, partnership, association, com- 


pany or corporation.” 


“Stock or Securities.” 
this part, the 


means 


“For purposes of 
‘stock or 


stock in 


term securities’ 


shares of any corporation, 
” City Bank, CCH Dec. 86, 1 BTA 210 (1924). 
% Gregory v. Helvering, 35-1 { 9043, 293 
U. S. 465 
‘i Cyrus 8 
715 (1938) 
% Code Sec. 7701(a) (8) 
% Mead Corporation wv 
{ 9801, 116 F. (2d) 187 
“ Case cited at footnote 23 
% Code Sec. 7701(a)(1) 


usT« 


Eaton, CCH Dec. 10,007, 37 BTA 


Commissioner, 
(CCA-3) 


40-2 
usT¢ 





certificates of stock or interest in any corpora- 
tion, notes, bonds, debentures, and evidences 
of indebtedness (including any evidence of 
an imterest in or right to 


purchase any of the foregoing).” 


subscribe to or 


he 


‘“s 


. . [T]he provisions of the statute are 
complied with if ‘stock and securities’ are 
received in an exchange as well as if ‘stock 
or securities’ are received.” ” 


“Plan.” —“‘We find nothing in the Statute 
prescribing that the plan of reorganization 
must be in any particular form. It 
not be reduced to writing 


need 
It may be amended 


, on 


as circumstances dictate 


“It is not important whether the plan 
was written, so long as the evidence is clear 
that it existed, and it is not important that 
its fulfillment was spread over two months, 
instead of being accomplished simultaneously, 
so long as the steps were a consistent per- 
formance of the 


purpose 7” 


reorganization plan and 


“Although it is not essential that a plan 
of reorganization be in any particular form 
or in writing 


the statute requires that 
to be tax-free the exchange of stock or 


securities must be in pursuance ot a plan 
ot reorganization Something more than an 


afterthought is essential.” ® 


But the ‘plan of reorganization’, spe 
cified by the statute, is not just any sugges- 


tion or from a lawyer or 
though it be 
a corporation, or its 


or both.” @ 


advice received 


tax accountant, even acted 
upon by either stock- 


holders, 


“The essential thing is that the distribu- 
tion was made pursuant to the plan of reor- 
ganization, even though time was 


to finally effecutate the 


some 
necessary in ordet 


plan 


” 62 


“A distribution cannot be said to be ‘in 
accordance with a bona fide plan of liquida- 
tion and under which the transfer of the 
property under the liquidation is to be com- 
pleted within a time specified in the plan’ 
if no plan of liquidation existed at the time 


of liquidation [A] deciaration of inten 


tion did not constitute a corporate plan 
* Code Sec. 1083(f) 
’ Proposed regulations, Sec 
“OO. T. Investment Company v 
37-1 uste § 9151, 88 F 
* Hortense A 
BTA 865 (1942) 
” Ketler 1 Commissioner, 52-1 vust« 
196 F. (2d) 822 (CA-7) 
“a7, 8, The Arcade Company, 53-1 ver 
* 9298, 203 F. (2d) 203 (CA-6) 
@ Case cited at footnote 40 
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1.368-2 
Commissioner, 
(2d) 582 (CCA-8) 
Menefee, CCH Dec. 12.485, 46 


{ 9308 


October, 


1955 e 


of liquidation. A mere intention to do a 


thing does not constitute performance. . , .”® 


“We do not think that the agreement as 
a whole must be 
reorganization’ 


considered ‘a 
merely because it 
designated by the parties.” “ 


plan of 
was sO 


“Recapitalization.”—“The term ‘recapitali- 
zation’ used with reference to a reorganiza- 
tion signifies an arrangement whereby the 
stock and bonds of the corporation are 
adjusted as to amount, income, or priority, 
or an arrangement of all stockholders and 
creditors to change and increase or decrease 
the capitalization or debts of the corpora 
tion or both.” ® 


“Reorganization, merger, and consolida- 
tion are words indicating corporate adjust 
ments of existing interests. 


‘a recapitalization’ 
° 66 


.. The words 


involve the same 


idea. 

“There that reshuffling of a 
capital structure within the framework of 
an existing corporation contemplated by the 
term ‘recapitalization’.” “ 


was not 


“Mere Change in Identity, Form or Place 
of Organization.”"—‘We cannot conclude 
that mere change for purposes of reorgani 
zation, in the 


technical ownership of an 


enterprise followed by issuance of new 
certificates constitutes gain separated from 
the original capital interest. Something more 
which gives the 
different from 


Questions of 


is necessary,—something 
stockholder a 


what he 


really 
had 
determined by viewing 
actually done, than the 
purpose of the participants; and 
when applying the provisions of the Sixteenth 
Amendment and income laws enacted there 


thing 
theretofore 
taxation must be 
what 


declared 


was rather 


under we must regard matters of substance 
e 5, 8 
and not mere torm 


“A transaction which shifts the ownership 
of the proprietary interest in a corporation 


is hardly ‘a mere change in identity, form, 


’ oo 


or place of organization’.’ 


“Tts 
ested in 


those inter 


profits 


purpose was to relieve 


corporations from taxes 


where there was only a change in the cor 


(Continued on page 765) 


ew. T 
TCM 763 
* Ballwood Company, CCH Dee 
644 (1934) 
*S. M. 3710 
’ Case cited at footnote 12 
’ Case cited at footnote 23 
Weiss v. Stearn, 1 wst 
(1924) 
” Case cited at footnote 23 


Temple, CCH Dec. 15,366(M), 5 


8554, 30 BTA 


"94, 265 U 
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The Same Penalty for Willful Tax 
Evasion Should Be Applied 


to All Forms of Such Evasion 


Current Problems 
in Criminal Tax Fraud 


By FREDERICK S. GILMAN, Member of the Connecticut Bar 


N a consideration of the various aspects 

of criminal tax fraud it is primarily 
notable that while there are several statutes 
that can be used as a basis for prosecution, 
for all practical purposes only two of these 
make up the “meat” of the criminal sanc- 
tions presently used. They are Internal 
Revenue Code Sections 7201 and 7203.’ 

The distinction between these two sections 
is quite important. 7203 is essen- 
tially aimed at the taxpayer who tgnores 
the existence of the tax laws. The most 
common misdemeanor under this section is 
the failure to file any return. Section 7201, 
however, contemplates a more elaborate 
type of tax fraud—felony. This statute con- 
cerns the affirmative attempt to evade taxes; 
most cases coming under this section con- 
cern active attempts to mislead, such as 
double sets of books, false proofs, etc. 


Section 


Misdemeanor 


Section 7201, unlike its civil counterpart, 
Section 6653(b), may be imposed on persons 
other than the taxpayer (Balter, Fraud Under 
Federal Tax Law (Second Edition, 1953), 
at page 332). For example, an accountant 
wishing to remain in his employer’s good 
graces by showing that he can do a good 
job may, wholly unknown to his employer, 
1In the recent legislative revision of the In- 
ternal Revenue Code, among other changes, the 
entire Code was renumbered. Consequently, the 
references made here to the new section numbers 
apply equally to the corresponding section num- 
bers in the 1939 Code The following table 
gives the corresponding new and old section 
numbers referred to in this paper 


New 
Sec. 7203 
7201 
6531 
7343 
6653(b) 
6041 


Old 


145(a) 
145(b) 
3748(a) 
145(d) 
293(b) 
147(a) 


Sec 


Criminal Tax Fraud 


purposely submit falsified returns so as to 
make his employer’s tax seem low. Here, 
the employer, not knowing about the fraud, 
would be from criminal prosecution 
while the accountant-employee most certainly 
would not.’ 


Iree 


As would be expected, there is no general 
liability here for the acts of an agent; how- 
ever, under Section 7343 an officer of a 
corporation who is under a duty to perform 
some act in regard to filing a return will 
be liable under Section 7201. 


Also in point here is the existence of a 
somewhat elaborate set of regulations which 
regulate the conduct of persons enrolled to 
practice before the Treasury. These regu 
lations are fairly stringent, and a violation 
“may well be ground for disbarment 
Practice.” * 


from 
Treasury 

Section 7203 besides concerning failure to 
file (which is the most frequently used part 
of this section) also has three other aspects, 
the violation of any of which constitutes a 
misdemeanor, These are the failure to pay 
tax, the failure to keep certain 
records and the failure to submit certain 
information.” Here, as in Section 7201, 
there is a need for the act in question to 
be done willfully. 


required 


2 Relevant here is Code Sec. 7206, one of the 
many ‘‘secondary”’ statutes available to the At- 
torney General, which makes the counseling or 
assisting of a fraudulent return a felony. As 
will be noted later, this statute is particularly 
useful where there is difficulty in proving a 
deficiency See Sunderlin, ‘‘Accountant’s Re- 
sponsibilities in Preparing Income Tax Re- 
turns,’’ 78 Journal of Accountancy 404 (1944) 

? Regs. 118, Sec. 39.51-4(b). 

* Balter, work cited, at p. 335 

5’ Balter, work cited, at p. 334 





\s a defense to Section 7203 (and as a 


deiense generally to tax penalties) the tax- 
may claim competent 
Wallace “Penalties and 
Prosecutions for Evasion of the 


“On the other 


payer reliance on 


advisors says, in 
Federal 
hand, a tax- 
faith upon the 
whom he believes to 
incurs no risk of 


Income Tax 

who relies in good 
vice olf an attorney 
competent either civil 
that his at- 
and accurately in 
which the 


to be 


criminal penalty, provided 
fully 


lacts 


rey has been 


formed of the taxpayer 


reasonably considers material.” ‘ 


Felony 


In turning to Section 7201, again we 
hat this 


note 


section concerns what can more 


be termed the active attempt to 
Prior to 1943 
re was some question as to the effectual 
difference between subsections (a) and (b). 
It was thought that 
failed to file a return 
for either the misdemeanor, (a), or the 
felony, (b) Then, in Spies v. U S.," the 
Court decided that if Section 7201 
properly 
as such—in the 
would not be enough to constitute the 
that the attempt “in any 
defeat any tax” 


the payment of taxes 


a person who willfully 
could be prosecuted 


Supreme 
were interpreted, mere nonfiling, 


absence of other facts— 


felony manner to 
required by Sec- 
than non- 
The opinion went on to 
order to 


evade or 
7201 
filing of a return 


tion required more mere 


say that in satisfy the felony 
provisions, some further active step by the 
errant taxpayer 
thing 
books, 


ords, 


would be necessary: Some 


more, such as keeping double sets of 
concealing assets or destroying rec- 
would be ‘required* 

While the Spies case seemed to make this 
much of a between the 
thereafter the 
the mere filing as such of a 


return—that is, the 


distinction 
shortly 


two 
ection question arose 
as to whether 
fraudulent filing of a 
fraudulent return, unaccompanied by any of 
the other underlying Spies indicia of fraud, 
uch as falsification of records—would 

Section 7201 Al- 


point has as yet to be 


constitute a felony under 
though this deter- 
several opinions on the subject have 
offered. Theron L. Caudle, former 


mined, 
be en 


ax Division of the Department of Justice, 


Assistant Attorney General in charge of the 
| 
1 


escribed the view that this is not a felony 
as “an amazing contention, completely un- 
warranted, and involving a patent miscon- 


*1 Tax Law Review 309, 336 (1946) 
43-1 ustre { 9243, 317 U. S. 492 
* Balter, work cited, at pp. 345-348 
‘As Balter suggests at p. 348, and as 
essentially 


750 


argued by the taxpayer in U. 8. v 


October, 


was 


1955 °@ 


struction of the > pu 
hat this cannot be 
obvious 


decision.” He says 
“the most 
means” of evading 
fraudulent return. In 
further support of this, as Balter points out, 
there are several 
supporting this view—although the Supreme 
Court has yet to speak on the point. On 
the other hand, it is arguable’ that it is 
less heinous for a taxpayer to file a fraud- 
ulent return than it is for him to file none 
at all, for such return, although fraudulent, 
nevertheless represents at least some effort 
to comply with the taxpayer’s obligation— 
that at least the duty to file is not wholly 
ignored. This argument is questionably re- 
futed in U. S. v 
Goodrich seems to say 
ulent return, 
for filing no return constitutes mere 
compliance with the statute, while filing a 
fraudulent return represents an 


right because 
and frequent 
taxes is to file a 


courts of appeals cases 


Croessant, in which Judge 
that filing a fraud 
return is worse than filing no 
non- 
active attempt 
“He creates the 
complied with the 
law, whereas his neighbor who has filed no 


to mislead the government 
appearance of having 
return does no such thing.” Judge Goodrich 
also argues that this is doubly 


in that the fraud may 


misleading 
remain permanently 
unnoticed as the Commissioner cannot pos 
sibly audit every 


return submitted to him 


Against this argument, it is submitted, 
first, that to believe that one who has sub 
stantial criminal tax 
prosecutions do not concern small-salaried 
workers) and who files no tax return at all 
is not, in practical effect, trying to mislead 


the government, but has 


income (and most 


“simply failed te 
do what the statute required him to do,” ” 
does not recognize the realities of practical 
life and, second, that while the 
Judge Goodrich 
return, by the same token the 
Commissioner cannot year ask 
person who has not filed a return whether 
he has earned over $600 of 
As a matter, in 
instance situations are 
only 


Commis- 
sioner, as 
audit 


states, cannot 
every 
each eat h 
gross 

almost 


income 
practical 
both 
“spotchecking”’ 


every 
enforced by 


at least until there 
is a Supreme Court determination—to handle 
the problems of two situations which are 
physically different, but which have essen- 
tially the same practical effect, is to adhere 
closely While 
the Spies case requires us to call “nonfiling” 
a misdemeanor under Section 7203, the fact 


Perhaps the best way 


to the words of the statute 


Croessant, 49-2 wst (2d) 96 
(CA-3) 
ew. 8. wv 


p. 97 


7 9483, 178 F 


Croessant, cited at footnote 9, at 
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of the broad language of Section 7201—“any 
person who willfully attempts in any manner 
to evade or defeat any tax” (italics supplied), 
the fact that the filing of a fraudulent return 
by itself clearly is an affirmative fact, and 
the fact that the “attempts” mentioned in 
Section 7201, when defined by the Supreme 
Court in Spies were not defined restrictively, 
were defined broadly, would 
seem rather clearly to lead to the conclusion 
that Section 7201 does contemplate the “mere 


filing’ of a fraudulent 


but rather 


return as a felony 


As a recommendation for possible future 
legislative revision of these two sections, it 
fairly apparent that whatever the 
situation may have been when these sections 
were originally enacted, the 
having the offense of 


two 


seems 


propriety ol 
income tax evasion 
clearly different 
exists \s a practical 
turpitudinous element in what 
misdemeanor and in what is 


When a 


going to 


into separate, 


{ 


split 
I 


mes no longer 
matter, the 
is now the 
the felony is the same 
that he is 


government, he 


taxpayer 
defraud the 
choose 


de ( ide s 


does not between 
nonfiling and filing fraudulently because one 
is more or less moral than the other; rather, 
he picks one instead of the other because 
he thinks that, with the 


one he picks, his 
chances of 


remaining undiscovered will be 
Consequently, the distinction be- 
two crimes is meaningless. 


greater 
tween the 


Therefore, what 
first determine 


Congress should do is 
what the penalty for 
willful tax evasion should be and then 
apply it to all forms of such evasion, re- 
gardless of the particular mechanism used 
This would eliminate the problem now caused 
by the artificial distinction which the statute 
presently draws 


just 


be tween 
identical situations. 


two essentially 
Such a change, in fact, 
was attempted in the current revision of the 
Internal Revenue Code The House bill 
“nonfiling” a felony. But 
for some reason a Senate amendment pro 
posed restoration of the original law, and 
in the conference committee the Senate un- 
fortunately prevailed 


originally made 


Another interesting problem concerning 
Section 7201 is the situation in which income 
is not reported, but for purposes other than 
tax evasion. Suppose, for example, the officer 
corporation who is responsible for 
filing tax returns has embezzled funds from 
the corporation. He 


of a 


understates the cor- 
"The essence of this argument is cogently 
discussed by Balter, work cited, at p. 348. 
% CCH Dec. 9720, 36 BTA 347 (1937) 
Rothwacks, ‘“‘Law and Procedure in Criminal 
Tax Prosecutions,’’ 26 Taxes 797, 802 (Sep- 
tember, 1948). 


Criminal Tax Fraud 


poration’s sales 


mcome }) 
in the return for a given year only because 
he does not want his embezzlement dis- 
covered. Actually he hopes to file an amended 
return and pay the proper tax as soon as 
he returns the money 
lated Section 7201? Apparently no case has 
arisen yet on this point. However, in Sumerill 
Tubing Company,” on essentially the same 
facts, a 50 per cent civil fraud penalty was 
assessed, and although the court for 
denied the 


(and, therefore, 


Has the officer vio 


other 
assessment, it did find 
as dicta that an intent to evade the tax was 
present. (Gutkin, “Tax 
Enforcement; the 


reasons 


Law Violations and 
Handling of Penalty 
Cases,” Proceedings of New York Umwversity 
Sixth Annual Institute on Federal 
(1948), at page 201.) 


Taxation 
Also concerning Section 
be noted that the 
subsequent to the 
return, 


7201, it should 
crime may be committed 
timely 


filing of a valid 


that is, a false amended 


s| he 


original return.” 


return ofr 


false need not 


proofs 
only the 


crime concern 


Another problem proposed by Mr. Gutkin 
—which apparently has yet to be litigated 
is the situation in which the taxpayer pur 
posely—that is, willfully- 
his taxes 


attempts to evade 
(for example, by overstating a 
deduction), but through ignorance does not 
take a deduction to which he is properly 
entitled and which would wholly offset the 
would-be deficiency. It is strongly arguable 
that—as in civil fraud cases—since no un 
paid tax is due, no crime has been committed 
At any rate, under present administrative 
policy, the Department of Justice probably 
would not prosecute such a case.“ In fact, 
there generally 
Justice 


seems to be a polic y in the 
Department of not prosecuting non 


1 
deficiency cases 


Related to the problem of the erroneously 
untaken deduction is that of the effect upon 
a fraudulent return of a subsequent (or 
which can be carried back 
(or over) to cover the year of fraud.’ As 
sume, for example, that after 
files a return which fraudlently 
understates his net income, he suffers a loss 
back 
and which equals in amount the previous 
understatement. What action, if any, may 
be brought against the taxpayer? Appar- 
ently there have been but a few cases on 
this point. One, Manning v. Seeley Tube & 


loss 


previous) 


two years 


a taxpayer 


which the Code allows him to carry 


“ Gutkin, work cited, at p. 203 

% On this subject generally see Winer, “‘An 
Appraisal of Criminal and Civil Penalties in 
Federal Tax Evasion Cases 3 Boston Univer- 
sity Law Review 387 (1953) 


75) 





Box Company,” held that a carry-back would 
wipe out the substance of, but not the inter- 
est on, a deficiency asserted by the Commis- 
sioner, Likewise, in Auerbach Shoe Company 
court held that the 
carrying back of a loss suffered subsequent 
to the filing of a fraudulent return would 
erase the deficiency, but would not alleviate 
the original 50 per cent fraud penalty 
in Nick v 


v. Commissioner™ the 


Again, 
Dunlap ™ the taxpayer unsuccess- 
fully sought to recover civil fraud penalties 
because subsequent to the payment of these 
he sustained a which, when carried 
back, completely eradicated the deficiency 
fraudulently withheld 


loss 


However, there apparently has been no 
where this come up in 
prosecution, and whether the 
this view 
is wholly conjectural. How- 
Balter” is of the view that Nick v 
Dunlap would be extended criminally 


case question has 
a criminal 


court would 


continue in with a 


criminal case 


ever, 


Gutkin 
might be drawn 
and carry-back, that is, 
after the year ‘of the 


The suggestion is made in the 


article that a distinction 
between carry-over 
loss 
fraudulent 
that it 


before and loss 


return, and it is there submitted 


might be harder to 


considerably 
a conviction when the 
the fraud than when it 
first instance the 
owed the tax he 
concealing 


obtain loss preceded 
followed it, since 
defendant never 


thought he 


im the 


actually was 


Another problem, of little academic con- 
cern but which causes serious practical diffi- 
culties, is the requirement of proving the 
existence of a Under 

7201 prosecution, the indictment 
allege the actual amount of the’ tax 
although the full amount need 
not necessarily be proved.” With a Section 
7203 however, no 
need be 


ac tual 
section 


deficiency 


must 
deficiency, 
prosecution, deficiency 
with the other 
the disposal of the 
But Section 7201 is the major 
tax felony section, with a six-year period of 
limitations, whereas Section 7203 is only a 


alleged—as is so 


statutes which are at 


government 


% 50-1 uste 7 9163, 338 U. S. 561 

CCH Dec. 7772, 21 TC 191. 

51-1 uste 7 9109, 185 F. (2d) 674 (CA-5 
cert. den 31 U. S. 926 

*” Balter, work cited, at pp 

* Gutkin, work cited, at p. 203 

*“ Rothwacks, work cited at footnote 13 

= That is, that they may have been concealed, 
destroyed, put in the hands of unknown third 
persons, and so on 

“ Avakian, ‘‘Criminal Procedure and 
tles—-The New Policy of the Bureau,"’ 
Tax Problems (Proceedings of the 
California Tax Institute, 1953). pp. 549 

* Avakian, work cited at footnote 23; 
work cited, at pp. 323-331 
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1950), 


350-351 


Penal- 
Major 
Southern 
557-558. 
Balter, 
There are various 


October, 1955 ®@ 


misdemeanor section. The investigative as- 
pects of tax prosecutions are by nature quite 
difficult, the proofs invariably consisting of 
physical records; these are often unobtain- 
able.” Yet under the law as it is now, a 
deficiency must be proved in order to sus- 
tain the felony 
7201 

pomt 
would 


conviction under 
this relatively 
many cases in which 
otherwise be a_ successful 
prosecution 


Section 
Consequently, 
hinders 


minor 
there 
felony 


On the other hand, with the statutes that 
do not require the proving of a deficiency 
there is a tendency on the part of juries, 
in the absence of a showing of a deficiency, 
not to convict if the charge appears to them 
“technical” or “minor” in character. Along 
with this there is a concomitant reluctance 
on the part of the government to prosecute 
such cases.™ 
Other Statutes upon Which Prosecution 
May Be Based 


At this point it 
various other 


should be 


statutes 


noted that 
used by the 
government for the purpose of preventing 
tax evasion. They are 
and without the Code 


can be 
contained both within 
For example, there is 18 USC Section 
1001, which prohibits the willful making of 
false statements or representations to a 
governmental agency. Also, there is Section 
6041 of the Code, requiring employers (and 
persons in similar situations) to file informa- 
tional returns as to all persons receiving 
from them $600 or more of income. Fur- 
thermore, there are the old federal stand-bys 
of conspiracy and perjury. Nevertheless, it 
is notable that on the whole these statutes 
are not the commonly 
evasion prosecutions.” 


ones used in tax 


Distinction 
Between Civil and Criminal Fraud 


A further question, it would seem, that 
must necessarily arise in a discussion of this 
sort is as to the effectual difference between 
lists and tables of the numerous statutes at the 
disposal of the government. See, for example, 
Balter, work cited, at pp. 354-355, and Gutkin, 
work cited, at pp. 222-223 

A note should be made here as to the inter- 
pretation of the word ‘‘willfully.’’ Primarily by 
U. 8. v. Murdock, 3 ustc 11194, 290 U. S. 389 
(1933), this word has been interpreted to re- 
quire that the act in question be more than 
just intentional. It cannot be an act done pur- 
posely but in the actual belief that one is 
right It must be done unjustifiably, or with 
indifference as to whether one is right or not 
Also, willfulness need not be proved by direct 
evidence, but may be proved circumstantially. 
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‘There seems to 
less of a concurrence among 
that except for the different 
standards of proof required under the two 
sections (Section 6653(b), civil fraud; and 
Section 7201, criminal fraud), there is essen 
tially no difference between them; that 
whatever constitutes one will constitute the 
other (assuming sufficient evidence). The 
only real difference, it appears, lies in the 
standard of proof required of the government 

either the Commissioner or the Attorney 
General. In the case of criminal fraud the 
prosecution has, as in all criminal 
the burden of convincing the jury of the 
defendant’s guilt beyond a reasonable doubt. 
In a civil fraud while the 
burden of proof is by statute put on the 
Commissioner,” the fraud need 
established by evidence which is clear and 
Consequently there is the pos 
sibility of being found guilty of civil fraud 
and yet being acquitted of criminal fraud.” 


and criminal fraud. 
be more or 


authorities 


civil 


cases, 


case, however, 


only be 


convincing.” 


Finally, the issue arises as to what effect 
conviction or acquittal has on 
fraud and the 50 per 
penalty under Section 6653(b) 
been a cr 


a criminal 


a civil action cent 
If there has 
iminal conviction, civil penalties 
barred;™ in fact, if the 


plea of 


are not criminal 


conviction is due to a guilty, such 


fact, admissible in the 
held in the 


sulficient to 


civil 


suit, has been 


absence of other 


evidence to be 


sustain a 50 per cent fraud 
penalty 


If the defendant taxpayer has 
quitted, such acquittal does not 
res judicata (because 


been ac 


act as either 
of the different 
double 


since as has 


stand- 
jeopardy in the 
been clearly de 
civil traud penalty is 


(to the government) 


aras ot proot) or 


ivil action, 
cided the considered 
remedial 


punitive 


rather than 


Code Sec 


*% Krank A 
S79 


Ji2 (1929) 


7454(a) 
Vaddas, CCH Dee 


10,820, 40 BTA 
aff'd 


40-2 stc { 9596, 114 F. (2d) 
548 (CCA-3) 
Gutkin 


* Mertens 


work cited, at p. 203 


Law of Federal Income 


Taxation 
(Revised Ed., 1948), Vol. 10, p. 4 


McLaughlin, CCH 


Dec, 8270, 29 


* Thomas J 
3 


BTA 247 (19 


There is, perhaps 


a legitimate query here as 
to just why a 


criminal conviction based on a 
plea of not guilty should not be res judicata as 
to the defendant in a suit for civil fraud—at 
least as to the question of guilt, if not as to the 
amount of the delinquency. Certainly, the dif 
ference between the parties is purely nominal 
and, certainly, the taxpayer defends himself in 
a criminal suit with no less diligence than he 
would in a civil suit. Furthermore, the issues 
are the same, and the burden of proof is even 
greater for the government in the latter in- 
stance. This would seem to be a proper field 
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Statute of Limitations— 
When Does Period Begin to Run? 


Another 
connection 


group of problems 
with criminal tax 
concerns the statutes of limitations 


arising in 
prosecutions 
Due to 
the recent legislative revision, there no longer 
is any difference in the length of the period 
f limitation applicable to Section 7201 and 
to the part of Section 7203 concerning the 
failure to make 
clearly 


Both now are 
Heretofore the period for 
while for 


any return 
SIX years 
the misdemeanor was three years, 


the telony it was six 


Still remaining in spite of this amendment, 


however, is the problem of 


determining 
begins to run As 
statute of limitations 
until the crime 
means the 


when the period 


all crimes, the 


with 
does 
not begin to run 
committed; 
all the necessary 
With Section 
son.ewhat 


has been 
this transpiring of 
elements of the 
7203 the 


dificult one 


crime 
problem becomes a 
because the 
rather 
there is the 


crime 
here consists ot 
overt act Also, 
f willfulness 


section 


inaction than of an 


requirement 
Consequently, the 
7203 
question ol 


main 
Issuc¢ in 


to be the 


file became 


prosecutions 
when the 
This, of 


seems 
failure to 
willful 
matter for the jury 


course, 18 a 


Since the latest 


a return is the 


statutory date for filing 


April follow 


question,” the 


fitteenth day of 
ing the year in problem 
rather naturally breaks down into two parts 
failure to file becoming 
and failure to file becoming 
April 15 With regard to the 
the latter, there is no real problem. In the 
Capone case, it was said: “It [the statute] 


intended that the a tax could 


willful before, 


willful after, 


illegality of 


failure to pay 


become willful at any date or dates the tax 


yable.” This presun ibly covers 


for legislative revision 


and perhaps it may even 
be done by case law 


some time in the future 

Helvering 1 Vitchell, 38-1 uste { 9152, 303 
U. S. 391 This strong opinion by Justice 
Brandeis reversed the Second Circuit, 37-1 « 
{ 9288, 89 F. (2d) 873, which had previously re 
versed the Tax Court, CCH Dec 9042, 32 BTA 
1093 (1935), the opinion of which was the sub 
ject of a strong dissent by Member McMahon 

‘The pertinent part of this section reads 
‘Any person who willfully fails to pay 
such ; tax at the time or times 
required by law or (Code 
Sec, 7203.) 

Capone v, U. 8., 7 786, 51 F 
(CCA-7, 1931) 

‘Code Sec. 6072(a). Throughout this paper, 
reference has been made to April 15 as the date 
by which a return must be filed However, it 
should be noted that there are some returns 
for which different dates are applicable: for 


example, corporation returns must be filed by 
March 15 


regulation 


(2d) 609 
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the cz where the taxpayer innocently (at 
least nonwillfully) has made no return by 
April 1 that 


he was and 


This ruling 


and subsequently finds out 
supposed to make a 


nothing about it 


return 
willfully dos 
seem to be 
ywever, the 

have 


really 


would sound in its 


writer 


reasoning; 
somehow fail 
whether 


cannot 
doubts as to Congress 
ntended to allow prosecutions under 
Section 7203 for an almost indefinite period 
of time after the April 15 in question. (The 
does not say for a period 
after April 15 the tax continues to be pay 

able.) ‘The case further shows that a tax 
which, for purposes, 1s 
April 15 is just as payable on dates follow- 
ing April 1 It is also pointed out that 
for the purposes of Section 7203 there may 
be dates other than—and subsequent to- 

April 1 m which 
payable For 


case long 


how 


these payable on 


a tax may first become 
example, the Commissioner 


may assess a penalty on a delinquent return, 


and such assessment could not at its earliest 


be made—much less 


become payable—until 


some time after April 15 


\ more 


regard to 


troublesome problem arises with 
failures to file 
April 15- 


determines 


which becom«e 


willful before that is, if the tax- 


prior to April 15 


payer willfully 


that he is not going to file a 


the statute begin to run as of that moment? 


return, can 


Apparently there has been no decision directly 
point. Balter, the sole “authority’ 
field, says that the statute can begin 
to run prior to April 15," but he cites Arnold 
v. U. S.»* which in turn cites Capone;” and 
upon examination it will be seen that neither 


on this ’ 


in the 


of these cases comes exactly to this point 
Capone case might very well 
ument be extended The 


would run The case says 


However, the 
on ars this far 
irgument thus 
that Section 7203 applies to all persons who 
willfully fail to pay the tax “at the time 
or times required by law or regulations.” 
also says that Congress intended 
failure to file could 


which 


The case 
that a 


at any 


willful 
the tax was made 
recent amendment, the 


become 
date on 
payable In its 


Internal Revenue Code has been changed 
© that now the tax is payable at the time 
the return is to be 


April 15.” 


could arguably be 


filed, which is “on or 
before” Consequently, the Capone 
said to lead to the 
conclusion that there can be a willful failure 
date prior to April 15 on 


which the tax was payable. 


cast 


to file at any 
In most cases 
this would presumably be no earlier than 
the end of the preceding calendar year 


* Balter, work cited, at p. 343. 
"75 F. (2d) 144 (CCA-9, 1935) 
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There is, 
ment 


however, a strong policy argu 
against interpreting Section 7203 as 
allowing the statute to begin running prior 
to April 15. It would 
to cut and 


allow the taxpayer 
one-half months off the 
period of limitations with virtual impunity 
If the statute were allowed to begin running 
prior to April 15, then whenever a taxpayer 
(assuming for the sake of illustration, that 


three 


the taxpayer is on a calendar year basis) 
decides during the taxable year that for 
fraudulent reasons he is not going to file a 
return, all that would have to happen to 
complete the crime—since the willfulness is 
already present—is to have the 
due. The earliest 
become due—if 
would be 


tax become 
which it could 
ever April 15- 

January 1. Thus, if a taxpayer, 
under an indictment found over 


date on 
prior to 


three years 
after the end of the taxable year in question, 
were presented with very 
of his willfullness, he 
turn the 


substantial proof 
might endeavor to 
tables on the prosecution by ad 
mitting his willfullness and showing further 
that he had such willful 
early as January 1 It 


state of mind as 


would seem to 
be a fairly safe assumption that many tax 
payers who willfully fail to file 
make up their minds not 


during the 


Another trouble with a situation 
this is that since the taxpayer has until 
April 15 to file, the Service could not until 
that date have even a suspicion as to what 
had been mind of the 
taxpayer. At least in the case of a fraud 
ulent return that is filed early, it can be 
that if the Service wastes its 
in examining the return, it is its own fault 


returns 
to do so sometime 
taxable year 


such as 


going on in the 


argued time 
But with the peculiar combination of cir- 
which the taxpayer has a 
three-and-one-half month leeway 
in which to file his return and in which the 
crime is nonfiling, unless the Service literally 
employs mind readers, it cannot even be 
come until three and one-half 
months of the six-year period have already 
passed. 


cunistances in 
legitimate 


suspicious 


In determining when the period of limita- 
tions begins to run when there is a violation 
of Section 7201, problems of a different 
nature Here the crime consists of 
an overt act, and consequently it is—or at 
least should 


arise. 
be—easier to find a concrete 
point on which to fix the running of the 
statute. The situation under Section 7201 
breaks itself down here, as did the previous 
analysis, into two parts: (1) violations con- 
sisting only of the filing of a fraudulent 


* Cited at footnote 32. 
" Code Sec. 6072(a) 
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return violations 
fraudulent filing combined with some other 
act Indeed, Balter make this break- 
states that with the first type of 
only filing—the period 
from the date of the filing 
April 15.* 
(apparently the 
lis point), one where the 

last permissible 


and (2) consisting of a 
does 
down and 
violations 
to run 


than 


begins 
rather 
He cites 


ones on 


necessarily trom 


Oo cases major 
filing was before 
and 
here, too, one ot 


Ehrlich the 


where one 


filing date 
But 
is distinguishable. In 

to hold that 


indictment 


one 
was alter 


only a 
the last pe rmissible 


charges 
prior to 
begins to 
f the filing 


statute run from 
However, in 
holds that the statute 
would run from September 15 (the date on 
whicl 


proper la t 


opinion 

irn was filed, here was 
permissible 
ther the crime charged was 
whether it included more 
uld seem to follow 

especially from 
filing, if subse 
| crucial 


to arise 


With 


tvpe 


regard to violation second 


fraudulent filings combined with some 
two situations evolve here, too 
precedes the 
and one where it 
filing As far as the 


Situations is conce 


where the ‘overt act 


fraudulent filing succeeds 


the fraudulent first of 


1 
these 


rned, while no case 
found, it 
too much to ask a court 
facts to hold that the 
statute begins to run before the filing 


(1) both acts appear in the 


directly on the point has been 


would seem to be 


under such a set of 


Especially sine 


indictment “manner” used to evade 


ax al the argument previously 


out regarding Service innocence until 


eitl 


filing or a deadline has 
apply 
In the second situation 

followed by 
Gutkin 


cr a 


could 


occurred 


here as well 


fraudulent 
both 
that the 
until the 
completed.” 


that 1s, 

“overt 
take the view 

begin to run 


some act,” 
and 
does not 


subsequent 


tatute 


affirmative act is 


However, the cases these writers cite are 


* Balter, work cited, at p. 343 

ay | 8S. vw. Ehrlich, 52-1 wste § 9332, 104 F 
Supp. 223 (DC Pa., 1952) (before); U. 8. v. Hall, 
52 F. Supp. 796 (DC Conn., 1943) (after) 

* Balter, work cited, at p. 343; Gutkin, work 
cited, at p. 205 

"' Code Sec. 6531 

”" Prior to the 1954 revision of the Code, the 
problem of absence from the jurisdiction was 
far more troublesome than it is now Mere 


Criminal Tax Fraud 


and do not 
seem to bear directly on the issue 


readily distinguishable, 


really 
Never 
theless, if the actual point were to come up, 
the fact that both of made up 
the “manner” involved would again no doubt 


with the court 


these acts 


bear heavily 


On the other 


point up 


ruling would 
potential problems 
First, the fact that if the subsequent overt 
act took 


time 


hand, such a 
two other 
amount of 
fraudulent return 
if the taxpayvel 


before he got 


place a considerable 
after the filing of the 
for example, waited three 


vears around to destroying 
his records—then in practicality the statute 
might be extended well 
time that Congres 
would 


the overt act 


past the period of 
intended. Second, 


where 


ss truly 


problems arise in situations 


might be described as one of 
a continuing nature for 


the taxpayel hides some 


example, where 
of his records, but 


continues to make use of 


them 


When Is Statute Tolled for Persons 
“Outside of the United Siates'’? 


A final set of problems arising in connec- 


tion with the of limitations concerns 


who 
” 41 
nited States 


the tolling of for a taxpayer 
is physically f the | 
Under this current wording of the statute, ® 
which will 
the future Ihe 
the question ot whether the 


who 


there are tw very 


first 1S 
is tolled 


been in the 


problems 
probably arise in 


statute 
have 

during the 
would normally 


abse nce 


for taxpayers 
United States 
the statute 


never 
period in which 
When the 
judicial district 
there was a 
point The two 
opposing cases were [ > Patenotre®* 
and L/. S. v. Eltopoulos.* An examination of 
these cases, especially the Eliopoulos 
s that in neither of these is the court 


run 
issue ofl trom the 
under the old 


split of 


arose Statute, 


authority on the 


case, 
, 


overly clear in the 
In Eliopoulos, the 
decided, the 
ence of the 


rationale 
first of the 
that 


defendants in the 
not necessary tor 


for its holding. 
two cases to be 
court said since the pres- 
district was 
(the lack 
a tolling of 
the statute), and since the policy behind the 


statute of limitations 


their indictment 


ot presence being necessary for 


opposes the 
claims, the statute 


prosecu- 
tion of old will not be 


held tolled 
absence from the judicial 
return had to be filed 
statute Many 


district where the 
was enough to toll the 
taxpayers did not even live in 
the judicial district in which they filed, thus 
losing the benefit of any criminal statute of 
limitations at all 

“ 48-2 ustc { 9419, 81 F. Supp. 1000 (DCN. Y.). 

“45 F. Supp. 777 (DC N. J., 1942); Wolfram, 
‘Tolling the Statute of Limitations in a Crim- 
inal Tax Case,’’ 28 TAXES 53, 55 (January, 1950). 
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In Patenotre, the court reviews (and seem 


ingly agrees with) the Eliopoulos case argu- 
ment, but comes to an opposite conclusion. 
It decided this way, saying that since 
several similar state statutes construe the 


absence of the defendant from the state’s 
jurisdiction as tolling the statute and since 
the court that if the statute does 


situation where defendant 


believe 5 
not apply to the 
has never been within the district, there is 
no situation to which it can apply, the court 


consequently holds the statute to be tolled 


When this issue arises under the present 


tatute, the have the 


will 
following either one o1 
or ol cle 


better 


court choice ot 
both of these cases 
veloping a and 


new, perhaps a 


reasoned, doctrine 

The second potential problem created by 
the new statute is that of whether a tempo 
rary absence from the country, for example, 


a summer vacation, will toll the statute 
Again, under the old statute there was a 
split of authority. The two opposing cases 
were U. S. v. Mathis® and U. S. v. Frankel.” 
In the Mathis case, the court took the so 


called liberal view that the time 


consumed 


by the temporary absences of one normally 
resident in the district dos not toll the 
statute lhe court reasoned that the pur 


pose of Congress in this tolling 


was to cover situa- 


inserting 


provision in the statute 





where defend 
ants never were in the district, but the court 


tions like the Patenotre case,” 


held that to toll the 
“would be an 


statute in this 
abuse of ordinary criminal 
Rather, the word “absent” was 
intended to cover the situation where there 
is an interference “in some manner with the 
orderly method of finding 
which constitutes an 


execution of! 


case 


processes. 


an indictment or 
interference with the 
Nothing of that 


~ ” 
case. 


process 


character appears in the instant 


In the Frankel opinion, which holds the 
contrary, the court says that the words of 
the statute should be interpreted strictly; 
that if “absence” to 


Congress intended 


mean that which interferes with orderly 
legal process, it would have said so. How 
ever, since it “specifically rejected” such 
yords in place of other language, that 
language will be construed literally The 


court also expresses the fear that under the 
contrary holding, the issue of the purposes 
of defendant’s absences might turn out to 
be more difficult of determination than the 


main issue in the case.” 


Here, too, it is a matter of conjecture as 


to whether under the new statute the court 
will (partly or wholly) follow the existing 
cases or whether it will evolve some new 
theory [The End] 
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to deve lop evidence 


facts might be 


Irom 
ascertained 


Che regulations prescribe the standards 
with which applicants must comply, and 
they prescribe standards to which enrollees 
must enrollment. An applica- 
conduct which 

constitute a violation of the regula 
were the applicant enrolled. Thus, the 
regulations provide in effect that on enroll 


ment, conduct is not to be 


adhere after 
tion may be 
would 
tion 


denied for any 


condoned which 
would be subject to condemnation after en 
rollment. But while an applicant is required 
to comply with the same standard of con 
duct required of an enrollee, the burden of 
proof in an enrollment differs 
from the a proceeding 
disbarment. On 
applicant has the burden of 
proving that he has the specified qualifica 
tions. After enrollment the Department has 
the burden of proving that the enrollee has 


disqualified himself for continued enrollment. 


proceeding 
burden o! proot in 
against the enrollee for 


enrollment the 


“© 28 F. Supp. 582 (DCN. J.) 
# 39-2 ustc 1 9714 (DCN. Y.) 
** Cited at footnote 43 
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Boiled down to their essence, the regu 
lations prescribe two standards to which 
applicants must measure. One relates to 
technical competency. The other standard 


relates to integrity, evinced by a good repu 
tation and a good character 

As to the 
tency, the 
different 
for enrollment 


standard of 
regulations 


technical 
provide 


compe 
that 
persons are 


three 


classes of 


qualified 


(1) attorneys at law admitted to practice 
in any jurisdiction of the United States who 
are lawfully engaged in the active practice 
of their profession; 


(2) certified public accountants who are 


able to produce comparable proof; and 


(3) persons qualifying under the special 


enrollment provisions; that is to say, any- 
one who can demonstrate his professional 
ability by passing an examination in ac- 


counting and internal revenue law 


*“ See, in general, Wolfram, work cited at 
footnote 44 
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Under the regulations the 
whether an applicant 
competency is left 
the Director of 


The regulations point out 
reputation and a good 
identical requirements. A “good reputation” 
is what think you are. A 
character” is what you are. The regulations 
also point out that evidence of any act or 
omission tends to establish lack of 
integrity or other qualities reprehensible in 


question as to 
technical 
to the determination of 
Practice 


pe ssesses 


that a good 
character are not 


people “Sood 


which 


a professional man is material as bearing 
upon the character of 
withstanding 


the applicant, not 


there is clear proof that his 


reputation is good 


Among the qualities reprehensible in a 
professional man 1s, 
comply 


protession. The regulations 


of course, his failure to 
with the canons of ethics of his 
impose 
duty of complying 
ethics of their 
Public accountants must 
omply with the canons of ethics applicable 
to certified public 


upon 
enrollees the 


with the 


tive 


specihe 
canons ofr respec- 
prole ssions 


accountants 


\ part of the devoted to 
prohibiting specified practices deemed to be 
leviations f 


regulations is 


ethics re- 
Some of those 
restatements of the 
canons of ethics of the legal and account 
ing protessions, 


standard of 
lating to Treasury practice. 
prohibitions are 


from the 
mere 


such as the prohibition 
To ask for 


whether: 


against soliciting and advertising 


work either directly or indirectly 


rally, by letter, by circular, by 
the newspapers or by othe: 


within the prohibition 


notices in 
writing—comes 
Many of those ques 
tions are difficult to resolve because of the fac 
tual situations involved 


m evidence of all of the 


Che answers turn 
surrounding cir- 
But there is a well-defined line 
vetween proper and improper 
Where publicity is the normal by-product 
f able and effective service, whether of a 


umstances 


advertising 


nonprofessional 
kind of advertisement 
entirely right and proper 


character, 


protess« mal or 


his 1s a which is 
Clients naturally 
gravitate to a practitioner who has success- 
fully represented his friends and who has 
obtained the confidence of the community 
by effective public What is wrong 
is for the practitioner to “augment by artifi 
cial stimulus the publicity normally result 
ing from what he 


service 


doe s, seeing to it that his 
successes are broadcast and magnified.” 


\ recent case illustrative of improper ad 
ertising was that of an enrollee who par- 
ticipated in a tax forum discussion, which 
was in the public interest 


had 


After the forum 


session been concluded the enrollee 


Washington Tax Talk 


It is wrong for the practitioner to 
“augment by artificial stimulus the 
publicity normally resulting from what 
he does, seeing to it that 

his successes are 

broadcast and magnified."' 


published a circular which purported to 
report the proceedings at the forum meet- 
ing In the circular there was set forth 
the enrollee’s name, address and telephone 
number, the fact that he specialized in tax 
matters and the history of his accomplish 
that Thus the enrollee 
augmented by artificial stimulus the pub 
licity which might normally have resulted 
what he did. He saw to it that his 


successes were broadcast and magnified 


ments on score 


trom 


The regulations also specify various duties 
imposed upon enrollees Among others is 
the duty of using due diligence in the prepa 
ration of financial statements and documents 
relating to 


and the 


Treasury Department matters, 
upon 
lawful demand and of not interfering with 


lawful efforts to 


duty of producing records 


obtain such information 


Since the policy followed by the office of 
the Director of Practice is to accept a cer 
tificate of the state certifying to the fact 
that the applicant has been admitted to the 
bar or has qualified as a CPA as satisfying 
the prescribed standard of technical com 
petency, the question is sometimes asked as 
to why a comparable finding by the state 
on the score of the integrity of an applicant 
is not also accepted. One answer to that 
question, among others, is that federal stat 
utes making confidential the 
contained in federal tax 


intormation 
returns, isolate 
from state investigative agencies that most 
important field of inquiry into the integrity 
of a person seeking the privilege of practic 
ing before the Department. Such field of 
inquiry is open to the Intelligence Division, 
Internal Revenue Service. That investiga 
tive agency conducts investigations for the 
office of the Director of 

When an application for 
received by the office of 


Practice. 

enrollment is 
Director of Prac 
when a complaint alleging miscon- 
duct on the part of an enrollee is filed with 
that office, such application or such charge, 
as the case may be, is referred as a matter 


tice or 


of routine to Intelligence for investigation 
and report. When 
pleted its investigation, it 
Director of Practice its 
with its recommendations 


Intelligence has com 
submits to the 


report, together 
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If there is an 
tion, the 


unfavorable recommenda 
Director of Practice so advises the 
applicant or the enrollee, and the latter is 
advised of the which the 
An enrollee 
orded a full opportunity to submit his 


c x planations 


also c harge $s on 
recommendation is predicated 

1 Act 
to the charges made against him, 
either in 
When a hearing is 
transcript is 


writing or at a hearing, or both. 
held, a 
The care in 
these proceedings is to ascertain what the 
true facts are. It is believed that the pro- 
cedures followed satisfy due process of law. 
Enrollment held before the 
Director of Charges of 
duct 


stenographic 


made earnest 


hearings are 
Practice miscon 
enrollment are also 


nrst 


after referred to 


him in the 


W here 


by evidence, are 


instance 


charges of misconduct, supported 
filed 


Prac tice 


against an enrollee, 


the Director of usually 


serves a 
notice upon the enrollee to show cause why 
disbarment or other disciplinary action should 
not be him. If the 


notice to show 


taken against enrollee 


responds to such cause, he 


is afforded the opportunity of discussing 
him. Pur 
granted to the Director 
under the , settle 


often negotiated and reached by 


informally the charges against 
lant to authority 
o! Practice 


ments are 


regulations 


mutual consent disposing of the charges 

If the enrollee is not able to Satisly the 
Director of Practice on that score, the en- 
rollee is furnished with a formal statement 


of charges, which are referred to a hearing 
At such hearing the 
of Chief Counsel of the Internal Rev- 
Director of Prac 
tice in presenting the evidence in support of 
the charges At 


may, ol 


examiner for hearing 
office 
enue Service assists the 
hearing the enrollee 
represented by enrolled 
counsel of his choice. After the hearing the 
hearing examiner makes findings of fact and 


submits them, together 


such 
course, be 


with his conclusion 
as to the law, with his recommendations to 
the Secretary of the Treasury 


should be 


as to what 
t} c cle cision 

From the 
Practice, or 


decisions of the Director of 
from the recommendations of 
examiner in 


the hearing disbarment pro- 


ceedings, the applicant or the enrollee has 


a right to appeal to the Secretary of the 
Treasury, where again the record is care- 
fully reviewed to the end of making sure 
that the decision is 


capricious. 


neither arbitrary nor 


Under the administrative procedures estab- 
lished and followed for enrollment to prac- 
tice before the Treasury Department, the 
investigative agent checks on the applicant; 
the superiors in Intelligence check on the 
investigative agent. The Director of 
tice checks on Intelligence. The 
the Secretary checks on the Director of 
Practice. Beyond those checks are the 
checks provided by the courts. In discipli- 
nary proceedings after enrollment, the ad- 
ditional check of the hearing examiner is 
provided. He checks on the Director of 
Practice, and the Secretary checks on the 
hearing examiner. 


Prac 


othice of 


In the absence of derogatory information 


temporary cards are issued to applicants 
who have qualified as lawyers or as certified 


public accountants. They have demonstrated 
technical competency by successfully 


W he ré 


unable to demonstrate 


pass- 
ing an examination an applicant is 
such qualification as 
a preliminary matter, Section 10.3(k) of the 
regulations provides for the granting of an 
authority for the presentation of a particu- 
lar matter 


This would apply to a public 


accountant 


The procedure employed for qualifying 
under that section is to require the appli 
cant to file the regular application for ad- 
mission to practice. The applicant is re- 
quested to supplement the information for 
which such form calls, by furnishing infor- 
mation as to the particular matter for the 
handling of which authority is asked. This 
consists of information as to the name of 
the client, an identification of the particular 
matter, the date and place of the hearing 
on the particular matter, the name of the 
official before whom it is to be held, a state- 
ment as to whether there is a contingent 
or partially contingent fee agreement, and 
if so, the terms thereof The policy is to 
grant authority to handle a particular mat- 
ter only once. 


To those who must look to tax deductions for surcease 


from the sorrow of their losses caused by the ‘‘ladies’’ known as Diane and 


lone, 


we recommend the article ‘Tax Effects of Hurricane Losses,"’ 


by James H. Felt, which was 


published in the May, 1955 issue of TAXES. 
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The G. m. b. H. Is the Favored 


Form of Incorporation for Americans 


Organizing a Business in Germany 


Doing Business in Germany: 


The G. m. b. H. 


By ERNEST C. STEEFEL 


N American firm intending to do business 


. in three 
as a German branch office of 


organization, or by 


Germany may organize it in 
namely, 
the American 


ways, 
incorpo 
rating a local firm under German law which 
may be either a stock corporation (Aktien 
gesellschaft, abbreviated A. G.) or a limited 
corporation (Gesellschaft mit beschraenkte 
Haftung, abbreviated G. m. b. H.). 

The 


special 


experience shows that, aside from 
as prevailing in banking 


transportation, 


situations 


or alt American postwat 


business in Germany of well 


major size as 


as that in an exploratory stage is done 


through the medium of local corporations.’ 
Analyzing the 
outstanding: 


these factors art 
(1) no direct liability of the 
American corporation for the German man 
agement; (2) greater flexibility 
problems with the German 
and foreign exchange 


reasons, 


and less 
administration 
control; (3) a prob- 
able saving in taxes, German tax rates being 
presently lower than the comparable Ameri 


can taxes 


law, the German 
law offers two different sets of corporations, 
both comparable to the American stock 
corporation: the Akticngesellschaft (A. G.) 
and the Gesellschaft mit beschraenkter Haf 
tung (G. m. b. H.). 
whether one or the 
should be 


Contrary to American 


The decisive factor of 
other should be 
whether at time it is 
contemplated to take recourse to publi 
financing by way of stock Where 
this is not the case, the G. m. b. H. is the 
proper instrument because its organization 
costly and its administration ex 
tremely simple. Indeed, out of the 200-odd 


form 


used any 


issues. 


is less 





: The good will factor of an established Ameri-— 


can name is solved by using the American firm 
name for the German corporation, affixing 


Doing Business in Germany 


which had 
Germany by 


corporations been set up in 
Western American interests 
during this year, practically all have been 
incorporated as G. m. b. H 


THE G. m.b. H. 
The G. m. b. H 


closed cor poration 


resembles the American 
It is a legal entity com 
posed of members (Gesellschafter) who may 
be natural or juristic persons; their liability 
is limited by the amount of the contribution 
to which However, 
the total divided into 
shares or represented by instruments; each 
member 


subscribe d 
contribution is not 


they have 


holds an interest in the total assets 
as shown by the books of the corporation 
No certificates 


are issued ofr 


contributions 
The individual 
holdings of the members may be transferred 
as a whole or in part only through a formal 
notarized act. As a legal entity, the limited 
liability company own firm 


are distinct 


representing 
negotiated 


has its name 


Its rights and obligations 
those of its 


trom 


members. It 


may sue and be 


sued. 


Memorandum of Association 


Twe or more persons may form a limited 
liability company by executing a memoran 
dum of association. The memorandum is a 
contract between the members. It must be 
entered into before a notary public or a 
judicial officer. The founders 
dividuals (natural 
stock corporations, or even 
liability companies, 


may be in 
persons), partnerships, 
other limited 
They may be Germans 
or aliens, residents or nonresidents. Signa 
ture by proxy is permitted under a properly 
authenticated power of attorney 


simply A. G. or G. m. b. H. as necessary indi- 
cation under German law 
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Ernest C. Steefel, a member of the 
New York bar, is also a member of the 
German and British bars. 


The memorandum of association must 
contain the following particulars: (1) the 
name and domicile of the company; (2) the 
purpose of the business; (3) the amount of 
capital; (4) the contribution of each mem 
ber; (5) the duration of the company; 
(6) the obligation of the members, if any, 
in addition to contributing capital; (7) a 
description of the contributions which are 
not made in cash, the cash value thereof, 
and the names of the members so con 
tributing 


Firm Name 


The name of the company must either 
indicate the purpose of the enterprise or 
contain the name of at least one of its 
members It must include the abbreviation 
G. m. b. H. Vf the company acquires the 
right to continue an existing business under 
its firm name, it may include the names 
oft persons who are not members, but the 
abbreviation indicating its status as a limited 
liability company may not be omitted under 
any circumstances 


Foreign companies may use their foreign 


corporate names for their German sub- 


sidiaries 
Registration 

The company comes into existence wv! 
at third parties through its registration 


with the “commercial register.” Prior to 


registration, there is no limited liability, and 


any person purporting to act for the com 
pany is personally liable 


Che managers of the limited liability com 


pany, appointed by the founders, must fil 
the memorandum of association for entry in 
the commercial register at the court for the 
district where the company is domiciled 


The report must include the following 


(1) the memorandum of association, proper 
ly signed by all members, and an authenticated 
power of attorney for any signatures by 
prox 

(2) the names of the managers of the 
company, unless the names are already shown 


in the memorandum of association, together 
with proof of their appointment; 

(3) the 
holders), their 


names of all members (share 


occupations and addresses 
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and the amounts of their respective contri- 
butions; 


(4) a statement of the managers that at 
least one fourth of the cash contribution to 
the capital, at least 250 marks per member, 
has been paid and is at the disposal of the 
managers; 


(5) specimen signatures of the managers 


The court enters into the commercial 
register the following data which are thus 
a matter of public record: 


(1) the name and principal office of the 
company; (2) the company’s purpose; (3) the 
total of the capital; (4) the date of execution 
of the memorandum o association; (5) the 
names and the powers of the managers. 


The fact of the company’s formation must 
be published, together with all facts con 
tained in the entry in the commercial reg 
ister 


Capital 


The capital of a limited liability company 
must be at least 20,000 marks. Each mem 
ber must subscribe at least 500 marks; a 
higher subscription must be a multiple of 
100 marks. The entire capital must be sub 
scribed for, and a minimum of one fourth 
of the total and at least 250 marks for 
each subscription must be paid in cash 
upon formation of the company 


Contributions may also be made in prop 
erty instead of cash. In this case, the names 
of the members so contributing must be 
set forth in the memorandum of association 
with a description of the property and the 
value assigned to it. The property must be 
fully available, although it may not be pos 
sible to transfer it to the company until 


the company has acquired its own legal per 


sonality by entry in the commercial registe1 
\ contribution may not be made in services 


Share Interest 


The “share interest” (Geschaeftsantetl) en 
titles the member to an undivided portior 
of the company’s property. The interest of 
an individual member depends upon the 
ratio of his initial contribution (Stammei 
lage) to the total contributions of all men 
bers in cash or property 


No certificates are issued for such busi- 
ness interests, They are not negotiable, but 
they may be transferred freely by assign- 
ment or inheritance, except where the mem« 
randum of association limits or prohibits 
such transfet1 A member of a limited 
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liability company cannot obtain more than 
one share interest at the time of its forma 
tion. After formation, however, he may buy 


the interests of other 


and these 


from his 


members 
share interests remain 
original interests, and 


transferred 


separate 
may be separately 
A transfer may be effected only 
by a statement made before a notary public 
rr a judicial officer. It may be necessary 
to obtain the consent of the other members, 


if the memorandum of association so pro- 
vides. By purchasing all the other business 
interests, one member may become the sole 


owner of the limited liability company. 


When a member 
terest, he 


present 


transfers his share in- 


must notify the comnany and 


proof of the transfer. 
amed in the 


The person 
deemed the 
The transferee is bound by 
iny transactions between the transferor and 
the company 


notification 1s 
mnly transferee 
affecting the rights and lia 
bilities resulting from membership entered 
into prior to the notification. Both trans 
feror and transferee are liable for payments 
due on account of the transferor’s business 
interest 


A limited liability company may purchas« 


own share interests, but only when they 
fully paid, and only with com 
assets in excess of its initial capital. 
Cancellation of a share interest by the com 
is permitted 


provided for in the 


ave been 


pany 


pany is only if it is expressly 


memorandum of 


asso 


clation 


\ share interest may also be transferred 


partially, unless this is prohibited by the 
memorandum of association, but in such 
ase it is necessary to obtain the consent 
t the company, after spe cifying in writing 


the name of the transferee and the amount 


~ the new share interests created. 


Prior to the full payment of his contribu 


to the company, 
creditors, for the 


member is liable 
rut not to tts 


tion, eacl 


unpaid 


portion thereof. Where payment is to be 
made in installments, the company may 
charge interest if payment is delayed Pen 
alties and damage compensation may also 


be added, if the memorandum of association 
so provides. The company may declare the 
share interest forfeited, and may sell it, if 
1 member defaults in payment. Payment 
f a contribution installment may not be 


set off against other claims of the member. 


If an installment cannot be collected from 
a member, the 
tribute in 


members must 
proportion to their respective 
interests to make up the deficiency in capital 


other con- 


An agreement among the members exempt- 
ing them from this liability is void 


Doing Business in Germany 


Operation 


General meeting.—A general meeting of 
the members of a limited liability company 
must be convened whenever it is in the 
interest of the company. Usually it is con- 
vened upon request of its managers, but the 
board of directors, if such a board has been 
formed, or interests total 
tenth of its capital, may also 
call a general meeting 
authorized to call a meeting may 
mand that a particular 


the agenda If the 
the other a meeting, although 
they requested by a group of 
members or by the board of directors to do 
so, the them 


members whose 
at least one 
Members who are 
also de 
item be placed on 
managers do not invite 
members for 
have been 
directors 
selves send out invitations 


members or may 


The invitation must be sent to all mem- 
bers individually by mail, and 
must reach them at least one week prior to 
the date of the meeting 


registered 


The invitation must 
state the purpose of the meeting 
ing has not 


If a meet 
properly called, resolu 
tions may be passed only if all the members 
are present. A general meeting may be held 
anywhere, even outside of Germany. 

Fach 


to his 


been 


member has a vote in 
interest. Voting by proxy is 
permitted, but the power of attorney must 
be in writing. A 


vote for 


proportion 
share 


proxy 
than 


may and 


The 


pr Oy ide 


anpeat! 


more 


one member 


memorandum of association 
that only members may 


A member 


may 
appear as prox'tes 
may not vote on matters affect 
ing his own obligations to the compeny, or 
a lawsuit to which he is a party 
tions should be 
but it is not necessary to hold a 
if all the members 
resolution 


Resolu 
passed at a general meeting, 
meeting 
consent in writing to the 
\ copy of a motion may be 
to each member, and he may 
his vote by letter. 


sent 


communicate 


The funct’ons of the general meeting in- 
clude the following matters 


(1) approval of the annual balance 


and distribution of the net 
therein; 


sheet 

profit shown 
(2) calls upon members to comnlete their 

contributions of capital or to 

tional contributions; 


make addi- 


(3) the div’sion or cancellation of a busi- 
ness interest; 
(4) the removal of 


managers, as well as their discharge from 
liability; 


appointment and 


(5) any other measures relating to the 
examination and supervision of the 
agement; 


man- 
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Americans organizing a business in 
Germany should be most mindful of the 
fact that the powers of the manager 
are unrestricted and unrestrictable 

in dealing with third parties. 


(6) the appointment of executives with 
full power of attorney (Prokuristen), and of 
agents authorized to conduct the company’s 
entire business; 


(7) the claims arising 


from the company’s formation against man- 
agers or members. 


enforcement of 


Resolutions are passed by a simple major- 
ity of the unless the memo- 
randum of association provides for a greater 
majority 


votes cast, 


A unanimous decision is always 
for the 
resolutions 


necessary resolutions concerning 
formation, that is, 


made prior to registration. 


company’s 


Board of directors.—The board of direc- 
tars of a G. m. b. H., unlike the board of 
directors of an American corporation or a 
stock corporation, is not a neces- 
sary element and, if it exists, is purely the 
product of the bylaws, If the bylaws pro 
vide for the creation of a board of dire« tors, 
then Article the G. m. b. Ti. statute 
provides that its function is to supervise the 
management of the corporation. Like the 
board of directors of a stock corporation, 
the board of directors of a G. m. b. H 
no power to represent the corporation in 
with third parties. The 
directors represents the G. m. b. H 
transactions between the 


(;serman 





52 of 


has 
dealings board of 

only in 
managers and the 
corporation. 


Management.—The business of a limited 
liability company is conducted by one or 
more managers (Geschaeftsfuehrer). They 
may, but they need not, be holders of a 


share interest. ‘They may be either Germans 
They may be the 


memorandum of resolution 


meeting, or by the 


or aliens. appointed Ly 


association, by 


passed by the general 


court in the district of the company’s 
domicile, if it is urgent to fill a vacancy 
before a regular appointment can be made. 


The memorandum of association may 
wate the authority to 


de le 
appotnt managers to 


the board of directors or to a 


specific mem- 
ber. Managers may be removed at any time 
in the same manner as they have been ap 


pointed, but the memorandum of association 

-From a text prepared by the author and 
W. Herzfeld, attorney-at-law, upon the request 
of the German American Trade Promotion Office 
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limit removal to 
are compelling reasons 


may where there 
therefor, such as 
gross neglect of duty or incapacity. 


cases 


The managers represent the company vis 
a vis third parties. They sign on behalf of 
the company in the manner provided for 
in the memorandum of association, and the 
company acquires rights and incurs lia- 
bilities through their transaction. Normally, 
the managers must act and sign jointly, but 
the memorandum of may pro- 
vide that one of the managers, either alone 
or together with an executive having full 
power of attorney (Prokurist), may repre- 
sent the company. 


association 


Americans organizing a business in Ger- 
many should be most mindful of the fact 
that the powers of the manager are unre- 
stricted and unrestrictable in dealing with 
third parties. The commercial register must 
indicate whose signature is necessary to 
bind a corporation. A third party is entitled 
to rely conclusively upon this information 
in the commercial register unless the third 


party actually acted in collusion with the 
managers to intentionally damage the com- 
pany In other words, not even notice 
will prevent a third party from being 
entitled to rely upon the power of the 
persons listed in the commercial register 


to bind the actual collusion 
with the managers and deliberate damage 
to the company would be 


corporation, 


necessary. 


Therefore, an outsider who wants to deal 
with a G. m. b. H. merely must ascertain 
from the commercial register the names of 
the persons who are authorized to represent 
the corporation, and then deal with such 
persons, fully relying on their authority 
What is more, an outsider is presumed to 
have inspected the commercial register and 
need not prove that in fact he actually 
did so. In other words, if he deals with the 
persons authorized according to the entries 
in the commercial register, he can rely upon 


their power to represent the corporation 
even though he had not checked the com- 
mercial register in advance and did not 


know that they were registered there 


THE A. G. 


The A. G. will be best understood by 
showing the principal points of difference 
between the A. G. and the G. m. b. H., as 
seen from the following summary-compari- 


son: * 
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Stock Corporation 
( Aktiengesellschaft—abbreviated A. G.) 


Issued capital must be at least 100,000 DM 


Liability of shareholders is limited to the 
amount of their subscriptions. 


Capital stock is divided into a definite 
number of shares with definite par value, of 
which shareholders may acquire any amount 


Shares are indivisible. 


Shares are freely transferable through 
negotiation, 


Acquisition of own shares by the corpo- 
ration is permitted only to a limited extent, 
in exceptional cases. 


Paid-in capital may not be refunded 


Incorporators, officers and directors are 
all liable for full payment of subscriptions; 
the legal requirements regarding publication 
and registration further prevent issuance of 
stock without full payment. 


Minority rights are numerous 
Five incorporators are required, 


A board of directors (Avufsichtsrat) is 
mandatory. 


Management is entrusted to a board of 
managers (l/orstand) appointed by the board 
of directors. 


Officers (members of the board of man 
agers) are removable for cause only 


Annual balance sheet is approved and dis 
tribution of net profits is determined by 
the shareholders’ meeting only in the event 
that the board of managers and the board 
of directors are in disagreement or that the 
two boards desire a decision by the share- 
holders’ meeting. 


Balance sheet must be published. 


Statute comprises stringent and detailed 
regulations governing preparation of balance 
sheet. 

Shareholders can exercise their right to 
decide on affairs of corporation only by 
resolution passed at shareholders’ meeting 


Doing Business in Germany 


Limited Liability Company 
(Gesellschaft mit beschraenkter Haftung 
abbreviated G. m. b. H.) 


Issued capital must be at least 20,000 DM. 


Liability of members is limited, unless the 
corporate charter provides for payments in 
addition to original capital 


Extent of each member’s business interest 
(Geschaeftsanteil) depends on the aggregate 
amount of his original contribution (Stam- 
meinlage). At the time of organizing the 
company, a member&may make only one 
contribution. 


3usiness interest of a member is divisible 
in certain cases 


Business interest of a member is not nego- 
tiable; transfer is restricted by various statu- 
tory requirements, 

Acquisition of business interest by the 
company from members is less restricted 


Additional contributions to capital may be 
refunded, unless required to cover losses of 
original capital, 

Only members are liable for payment of 
full original capital and for prevention of 
unauthorized refunds of capital. 


Minority rights are limited 
Two incorporators are suthcient. 


Directors are optional, 


Management is entrusted to one or more 
managers (Geschaeftsfuehrer) appointed by 
the members. 


Managers are removable at will unless 
otherwise provided for in the charter of the 
company. 


Annual balance sheet is approved and dis 
tribution of net profits is determined by 
the members. 


Publication of balance sheet mandatory 
only for companies engaged in banking 


Statutory regulations governing prepara 
tion of balance sheet are more flexible. 


Written consent of required majority is 
sufficient for decisions on company affairs. 
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Stock Corporation (continued) 

At least a three-fourths majority of capital 
represented at a shareholders’ meeting is re 
quired for changes affecting the charter of 
the corporation 

Shareholders’ meetings must take place 
in Gcermany 
vides, the 


; unless charter otherwise pro- 
must be held at the 


principal office of the corporation 


meetings 


Limited Liability Company (continued) 
At least a three-fourths majority is re 
quired for changes affecting the 
of the company. 


charter 


Meetings may take place anywhere, inside 
or outside of Germany 





POINTERS FOR AMERICAN 
INCORPORATORS 


While in the 


tween the A. G 


foregoing the difference be- 
and the G. m. b. H. has been 
cxpo ed, emphasis is now plac ed on the dissim 
ilarities these 
American corporation 


between institutions and the 


The following features should be kept in 
mind 


(1) In the A. G. as well as in the G. m 
b. H., the incorporators may be Americans 
or non-Germans; they may have their resi 
dence in Germany, in the United States, 
or elsewhere 


(2) The corporation 
need not be Germans although the German 


managers of the 


foreign exchange control authorities in most 
will require that at one of the 
managers be a resident being liable for the 
fulfillment of the exchange control require- 
ments 


least 


cases 


(3) No board of directors is required in 


a G. m. b. H., nor is it customery to have one 


The members of the board need not be 
German citizens or residents. 

(4) If remote control is desired, board 
meetings and, in exceptional cases, also 


stockholder meetings may be held at places 
other than the 
abroad 


German registered office, or 
I he 


contingency 


even charter 


should provide 
for such 


(5) The ultra vires theory 
German law; the corporate 
not be spelled out in detail 


is unknown to 
purposes need 

(6) Both in the A. G 
the powers ot the 
stricted when the 
third parties 


and in the G. m. b. H., 
cannot be re 
deals with 
The corporation is bound by 
the transactions performed by its 
whether the transaction was 
within the scope of the limitations set by 
the charter or internal instruction by the 
board or by the stockholders’ meeting. 


(7) The G. m. b. H interests 
are not negotiable and cannot be listed on 
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a stock exchange. On 
A.G 


shares but bearer 


the other hand, the 


shares are generally not registered 


share s 


thing in Germany 


either in the A. G. or in 


(8) There is no such 
as unissued stock 
the G. m. b. H. The shares must be paid in 
full within a certain number of 
the capital may not be in 
creased before the shares are paid in full 


years alter 


issuance and 


(9) Officers such as secretary and treas 


urer are unknown in German corporatior 


law. 


TAXATION 


Corporate income is subject to a uniform 
rate of 45 per cent (last year 60 per cent) 
G. m. b. H. companies (but not A. G.’s) pay 
only 30 per cent on dividends distributed 
provided such distribution does not exceed 
8 per cent of the company’s original capital 
A. G.’s pay the regular 45 per cent tax on all 
profits, including dividends distributed 


In the hands of the recipients of the 
dividends, regardless of whether such in 
come be from a G. m. b. H. or an A. G., there 


is a uniform income tax of 25 pet 
withheld at the 


plies to foreigners only (for Germans, it is 


cent 1 
source. This tax rate ap 
a progressive rate, such income being 
of the this 


therefore, foreigners benefit by a 


part 


over-all income). In respect, 
more ta 
vorable tax rate than Germans 
cent flat is further reduced to 15 per 


under the 


The 25 per 
rate 
cent rathed German- 
Double 


when the dividend is paid to an 


newly 
American Agreement on Taxation 
American 
corporation which owns at least 10 per cent 
of the voting stock in the German G. m. b. H 
or A. G. and which has no permanent estab 
lishment in Germany. 


Regardless of the type of business 
organization and regardless of whether corpo 
rate or individual income taxes are in ques 
tion, the foreigner in Germany or the foreign 
a flat 


tax rate to be negotiated with the finance 
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enterprise in Germany may apply for 





ee 


authorities. This is permissible under Sec- 
tion 50, subsection 5, of the German income 
tax law and the corresponding provisions in 
the German These 


corporation tax law. 


provisions authorize the local agencies of 
the land (state) finance ministry (not the 
central federal Bund at 
Bonn) in enterprise 
has its office or the individual his residence, 
to abate wholly or in part the tax payable 
by persons subject to limited taxation or to 
assess a lump sum wherever such abatement 
or assessment appears to be in the interest 
of the German economy. 


Treasury of the 


which the business 


In addition to the corporate income tax, 
there is a 3.75 per cent Berlin emergency aid 
levy 


major tax 
of income 


Two items not in the 


have to be 


nature 
considered 
(Gewerbesteuer), and the 
turnover tax (Umsatzsteuer). 


taxes 
the business tax 


All business enterprises (4. G. and G. m 
b. H. alike), are subject to the business tax 


(Gewerbesteuer), which is imposed on profits 


The ultra vires theory is unknown to 
German law. The corporate purposes 
need not be spelled out in detail. 


at the average rate of 12 per cent and on 
net worth at the 
contrast to the 
tax is a 


rate of “% per cent. In 
property tax, the 
deductible item from the income 
or corporation tax. The rates differ 


municipality to municipality. 


business 
Irom 


The turnover tax (Umsatzsteuer) is levied 
on the from the 
sale of goods effected or services performed 


in Germany 


gross amounts received 
The rate 

It should be noted, as in the case of 
income taxes, that lump sum arrangements 
are permissible for 
limited taxation 


is 4 per cent 


subject to 

However, the turnover tax 
federal tax, not as a state 
Therefore, negotiations lead- 
ing to a lump-sum tax settlement must be 
conducted with the Bonn authorities, not 


with the local Laender authorities. [The End] 


taxpayers 


is levied as a 
(Laender) tax 


THE NEW REORGANIZATION DEFINITION— 


Continued from page 748 


porate form in which business 
ducted without 


gain 


Was con 
an actual realization of any 
from an exchange of properties.” ” 


Special Rules Relating 
to Reorganization Definition 


It is provided in Section 368(a)(2) of the 
Code that three special rules (which were 
not contained in the 1939 Code as amended) 
may involve the reorganization definition as 
contained in Section 368(a)(1). 


(1) If a transaction meets the description 
both of an acquisition of assets for stock 
(subsection (a)(1)(C)) and of a 
to a controlled corporation 
(a)(1)(D)), it will be 
only in the 
was intended 


transfer 
(subsection 
treated as described 
This rule 
to insure that the tax conse 
quences of the distribution of stocks ort 
securities to shareholders or security holders 
in connection 


former subsection 


with divisive reorganizations 


will be governed by the requirements of 
Section 355, relating to distributions of 
stock of a controlled corporation 


(2) Where one corporation acquires sub 
stantially all of the property of another, 
if at least 80 per market 


cent of the fair 


® Case cited at footnote 12 


Doing Business in Germany 


value of all the property of the other cor 
poration is acquired solely for voting stock, 
the remainder of the property acquired may 
be acquired for cash or other property with 
out disqualifying the transaction as a reor 
ganization. For this purpose only, a liability 
assumed, or to which the property 
ject, is considered other property. 
(3) If corporation 
substantially all, of the 
corporation in a 
Section 


is sub 


one acquires all, o1 


assets of another 
reorganization qualifying 
368(a)(1)(A) or (C), the 


acquisition will not fail to be a reorganiza 


under 


tion merely because the acquiring corpora 
tion transfers some or all of these assets to 


a corporation controlled by it 


Conclusion 


The definitions of the words in the reor- 
ganization sections are replete with special 
ized meanings. Much attention must be 
paid to them. 

“*That’s a great deal to make one word 
mean,’ Alice said in a thoughtful tone. 

“*When I make a word do a lot of work 
like that,’ said Humpty Dumpty, ‘I always 


pay it extra.’”™ [The End] 


™ Lewis Carroll, Through The Looking Glass, 


Ch, VI. 
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The Burden of Taxation Is Placed on the 
Large-Income Earner, but There Is Still Incentive 


to Encourage Reinvestment of Capital 








The Netherlands Internal Revenue § Cc 


N MANY RESPECTS, the income tax 

laws of the Netherlands are rather sim- 
ilar to those of the United States. Due to 
the form of government exercised in the 
Netherlands and the arrangement of its 
economy, a more comprehensive fiscal pro- 
gram is necessitated in the Netherlands 
than in the United States. The income dis- 
tribution of the Netherlands economy is 
such that there is a very small high-income 
group, with an insignificant middle class 
but a majority of low-income earners. The 
gross national product is approximately 130 
billion guilders which, in terms of dollars, 
represents a per capita gross national prod- 
uct of about 35 per cent of the United States 
per capita gross national product of $900. 


The Dutch economy is largely agrarian 
but World War II various foreign 
interests have the Netherlands to 
develop its natural resources and stimulate 
its export program. 


Since 


entered 


Its position as a nation 
has increased in the esteem of 
the world when it is realized that the guilder 
has advanced from an insecure 2.6 to $1 in 
1946 to a rather stable 3.8 to $1 at the pres- 
ent 


of commerce 


time, a rate of exchange which shows 


a greater stability in the present inflation 
than even the United States dollar. The 
increase in the financial success of the 
Netherlands after the last war is apparent 
when we notice the new currency regula- 
tions which tree the heretofore blocked 
guilder and allow free exchange on the 


world’s money markets 


When all of these factors of the Nether- 


lands economy are appraised and under- 
stood, it does not seem unreasonable that 
the incidence of taxation is such that in 
certain situations, as we shall see, there 


is a multiple rate of taxation which exceeds 
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100 per cent. The burden of 
placed on the large-income earner with just 


taxation 1S 


enough incentive to encourage reinvestment 
of capital. Although the tax rates are pro- 
gressive just as in the United States, the 
lowest bracket is taxed at only 1.5 per cent 
for individuals as compared to the lowest 
income bracket of 20 per cent in this coun- 
try. One of the most important reasons, 
if not the most important reason, that the 
Netherlands was able to make such a finan- 
cial recovery after the last war was due to 
the enormous amount of assistance lent 
through Marshall Plan and the Eco- 
nomic Cooperation Administration, which 
pumped millions upon millions of guilders 
into the Dutch economy in order to bring 
it into the position it deserves among the 
nations of the world. It must be remem- 
bered that its high rate of taxation exists 
not only to reconstruct that which was 
devastated by the Nazis but also to repay 
the assistance given to the Netherlands by 
the United States. Keeping this situation 
in mind, the form and content of the Neth- 
erlands Jnkomstenbelasting should not 
prise the reader. 

The 


reference to 


the 


sur- 


following discussion will include 
the Netherlands /nkomstenbe- 
lasting (individual income taxes) and Venno- 
odschapsbelasting (corporation income taxes). 


These broad classifications are subdivided 
for the personal income taxes as wage 
taxes, dividend taxes, Vermogenbelasting 


(property) taxes, Verenveningschiffing (sup- 
plementary wage tax) and personal taxes. 
Not to be considered in the discussion are 
the miscellaneous motor vehicle taxes, deed 
taxes and estate and inheritance taxes. In 
connection with corporations, the Vennood- 
schapsbelasting include Commtssarissembelast- 
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ingen (managers and directors fee taxes), 
Omzetbelasting (turnover of merchandise and 
general sales tax) and dividend taxes. Not 
to be considered in this section are the vari- 


ous excise taxes, taxes on contracts, docu- 


ments and receipts, or registration and 
corporate capitalization and organization 
taxes. ‘here is no problem in relation to 


capital taxes, and capital accretion taxes 
are treated under the general corporate tax 


law Ss 


Individual Income Taxes 


The individual income taxes are assessed 
only against natural persons. In the case 
of citizens and residents of the Netherlands 
or Netherlands income 
which is taxable includes income from do- 


possessions, the 
mestic as well as foreign sources. Income 
from foreign sources is first subject to the 
various treaty Netherlands 
has in effect with some 12 countries 
the Dutch man and wife as 
one person for taxation purposes, there are 
no advantages of splitting and all 
income earned by a couple is considered to 
have been earned by the The 
laws of community property do not apply 
in Netherlands jurisdictions and 
all property 


provisions the 
Since 
laws consider 


income 
husband. 


therefore 
is deemed to be owned by the 
husband 
file their 


and ‘pay 


It is necessary for individuals to 


returns on a calendar-year basis 
the corresponding tax liability in 
one installment, or elect to make installment 
payments United States, 


withholding 


Just as in the 


there are government provi- 


sions on wages other than wages and fees 
of directors and managers of companies and 
corporations, so that at the end of the tax- 


able year a return is filed indicating either 
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a refund for excess amounts withheld or an 
additional assessment for taxes due the 
governmerit. In very rare situations, the 
Netherlands Government will allow interest 
on overpayments, but it is not part of the 
law and is only provided for at the discre- 
tion of the Generaal der Belastingen (Com- 
missioner of Internal Revenue). 


In the case of Netherlands citizens residing 
outside of the Netherlands, or 
corporations, the taxable 
such income as has 
personal service, 


aliens, or 
is only 
earned through 
employment within the 
Netherlands, or income acquired by trade 
or business within the Netherlands through 
a permanent establishment. Deductions are 
afforded to this group of taxpayers in the 
same manner as resident taxpayers. 


income 
been 


Exemptions.—There are exemptions al- 
lowed for children in the case of both mar- 
ried and unmarried taxpayers. Exemptions 
for dependents are allowed even for non- 
resident aliens and the degree of relation- 
ship required for an allowable exemption 
is identical with the United States law. The 
taxpayer taking the dependent as an ex- 
emption must furnish “the greater part of 
the support.” age group 
dependents, namely: (1) 
under 16 for whom dependency 
may be established without further require- 
ment, (2) children 16 and 20 for 
whom granted if they are 
incapacitated to work, and (3) persons un 
der 27 who are 


There are three 
classifications of 


children 


between 
exemption 18 


engaged in secondary or 

Since the rules in rela- 
tion to dependent exemptions are relatively 
lax, upon proper application to the Generaal 
der Belastingen, double exemptions may be 
available in 


higher education 


cases of 
further 
couples, unmarried 
habitated for a 


hardship and need, 
exemption for married 
couples have co- 
years and 
Each exemp- 
tion yields a credit against the tax calculated 
before the exemption of about 495 guilders, 
which is close to $200. The $200 exemption 
may seem like an almost insignificant amount, 


There is a 
who 
period ot five 


persons over 65 years of age 


but in many cases it is even more generous 
than the United States exemption because, 
contrary to the practice in this country of 
calculating the taxable income after deduct- 
ing the allowable Dutch 
laws treat the exemption as a credit against 
the ultimate 


exemptions, the 


tax liability computed before 


subtracting the exemptions 


Although the law allows any accounting 
method which is “fair and equitable,” there 
is an implication that, for 

proper 


individuals, the 


only taxable income 


figure is ob- 
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tained through the use of the cash method pendents is deductible in arriving at taxable 


as opposed to any other manner of account- income 
ing. A table of income tax rates in the case One allowable deduction which seems 
of (1) individuals and (2) married couples 


most novel to the American taxpayer is the 
with two children is presented below 





following: “Credits for individual taxes may 
Tax credits and deductions —As in this be increased by (a) such extra expenses of | 
country, the Netherlands taxpayer is al- 4 resident taxpayer and spouse as have con- ) 
lowed certain deductions and credits in Siderably influenced their ability to pay their 
calculating the final taxable income. There taxes and debts and on account of other ; 
is no concept of gross income or adjusted persons in similar social circumstances pro- 
gross income but merely an expression of vided such extra expense exceeded 6% of 
income before credits and taxable income. their income, the percentage being reduced 
In addition to being allowed deductions for by 2% for any dependents ‘ Upon ques- 
expenses in earning the income, the tax tioning the purpose and meaning of this 
payer is allowed a deduction for any interest particular section, the writer was reminded 
payments he has made, annuity payments 0! the form of government in the Nether- 
or “any periodical distribution of income.” .!ands. Although it is outwardly socialistic, 
Taking this last statement literally, it would theoretically the Netherlands is a kingdom. 
seem that periodical living expenses or in In such an environment, there are persons 
stallment payments for capital assets would ©f nobility and aristocracy, and commoners. 
be deductible An exact interpretation of For this reason, it is necessary that 
the above law is not available in this coun the nobility and aristocracy keep a certain | 
try; however, this writer speculates that high level of living and social standard in 


the meaning of the above phrase is to ex order to maintain their social prestige. It 
empt periodic payments for fixed debts is for this reason that the above-mentioned 
including repayments of principal and is section seems to remain in the law of the 


included in the law in order to have a stim Netherlands. Whether or not this section | 
ulating effect on private spending is enforceable by the taxpayers and upheld 

Additional deductions are allowed for by the courts is not determinable at this 
medical expenses to an unlimited degree time. As in many countries with a history 


: | Ke Engle anc lle these antiquated 
Contributions to charities, churches and es En ap and an 7 saebcties 
‘ are . >» records more as a 
nonprofit-making organizations are allowed Aws are kept st the recor : * 
Z 4 yr’ than a matt ot substance. 
to the extent that all contributions in excess matter of form than a “1 


of 100 hfl. (but not exceeding 3 per cent of The withholding requirements in connec 
taxable income) are deductible Persons tion with wages are rather similar to those 
not being allowed to take a dependency in the United States except there is a sim 


credit tor children against their tax needn't plifying device called “wage tax” which is 
feel any particular burden, because the cost merely a withholding by an employer of a 


of maintaining children not allowed as de certain percentage of the wages of an em- 





INDIVIDUAL TAX TABLE AND RATES Rate 


Couple 
with Two 
Single Children 


1140 HEFL (guilders) (approx. $300) to 1170 HFL 1.4% 7.2% 
2,490 2 ° 655 “6 2,520 os 12.5% 74% 
4,980 P 2 1,310 . 5,010 y 21.6% 16.5% 
9,960 , :: 2,620 1 10,080 . 32.1% 33.9% 
19,920 ° 5,239 ss 20,040 x 44.6% 38.1% 
24,960 P ‘s 6,564 4 25,080 s 49.2% 49.4% 
19,920 “ . . See 4 50,040 ° 61.1% 55.6% 
75,000 ; " 19,725 ° 75,120 . 66.2% 59.5% 
99,960 " 26,289 ” 100,080 2 69.0% 62.7% 
124,920 Py ” 32,854 : 125,040 rs 70.7% 63.7% 
134,880 7 " 35,473 ” 135,005 # 71.2% 77.5% 
Over 135,000 = " 35,505 77.5% 


for each dependent 
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ployee. If, however, an employee has no 
income in excess of 5,000 hfl. from employ- 
ment and income of 200 hfl. from all other 
sources, the wage tax is treated as a sepa- 
rate income tax and no further forms are 
filed. Thus, a large sector of the economy 
has already filed returns through employers 
by the end of the calendar year. If an in- 
dividual elects to file the regular return, he 
is given credit for the wage tax already 
withheld and a similar credit for any foreign 
taxes assessed or paid. 


There is a supplementary wage tax called 
Verenveningschiffing. This is a tax divided 
between the employer and employee. The 
employer pays 4 per cent of the wage as a 
tax but withholds 1.5 per cent wage tax 
which is later paid in the case of all em- 
ployees except domestic and governmental 
personnel. Social security taxes and unem- 
ployment taxes are also shared by the em- 
ployer and employee on a basis very similar 
to that of this country. 


In the case of dividends or other cor- 
porate distributions, it is customary to with- 
hold the tax at the source; therefore, the 
resident taxpayer may include in his income 
the total amount of the dividend including 
the tax withheld and then credit himself 
with the withheld portion of the dividend. 
In the case of the nonresident taxpayer, 
there is a uniform withholding rate of 15 
per cent of the dividend which is creditable 
against the tax in the recipient’s country if 
such country has concluded a tax treaty 
with the Netherlands, as the United States 
has done. 


In the case of property holders owning 
real estate and not paying rent there is a 
special Personebelasting which taxes the 
rental value of real estate. In 1954 the tax 
was 10 per cent of the rental value of the 
house and in 1955 the tax was reduced to 
6 per cent. In addition, a tax of 1.5 per 
cent is levied against the value of furniture 
included in real estate. This latter tax is, 
in many cases, increased three-fold through 
municipal property taxes. 


One rather interesting tax imposed upon 
individuals as well as corporations is Ver- 
mogenbelasting. 


This tax not only is on real 
and personal property in the form of capit 

assets, but taxes the net worth of an in- 
dividual. At the end of every taxable period 
individuals as well as businesses are re- 
quired to submit personal balance sheets 
so as to show their net worth through 
assets less liabilities. This net figure is 
then taxed at a rate of 0.6 percent to 0.7 per 
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cent of net tangible value. In the case of 
nonresidents and “jurisitic persons” the 
Vermogenbelasting is imposed on (1) real 
property located within the Netherlands, 
(2) mortgages on any real property located 
within the Netherlands or Netherlands pos- 
sessions, (3) property belonging to indus- 
trial plants or to assets of a trade or 
occupation wholly or partly carried on in 
the Netherlands either directly or through 
representation and (4) participations of 
silent partners, other than in the form of 
shares or negotiable instruments in trade 
or occupation carried on in the Netherlands. 
Since there is no diversion in the taxing 
powers of the government and the munici- 
palities, although techically not considered 
sO, property taxes are, in effect, a tariff on 
personal wealth. In this connection, there 
is a tax of 5 per cent of the sale price of 
any real property. 


This tax is not a closing 
fee or 


commission but is an additional 
amount paid by the buyer to the govern- 
ment on the gross selling price of his 
purchase, 


There are special tax considerations given 
in instances where income is earned in a 
form other than money. Thus, the law 
allows special rates for any income earned 
“in substitution of wages or periodical or 
other payments.” To qualify for these spe- 
cial rates, the type of income must be evalu- 
ated to determine its worth. In the case 
where merchandise is received in lieu of 
wages, the fair market value of the mer- 
chandise is used as the measure for the 
special rates. It is quite common that do- 
mestic help receives free room and board 
plus a minute allowance in exchange for 
services. Persons qualifying in this manner 
pay the regular tax on the cash received 
but are allowed the special rate for the 
value of other assets received. These rates 
are available upon proper application to 
the Directer-Generaal der Belastingen. 

In case of individuals owning shares in 
enterprises, it is possible that an increase 
in the book value will result in a taxable 
gain. In situations where shareholders own 
a “substantial interest” in corporations, the 
change in book value throughout the year is 
of utmost importance for taxation purposes. 
The tax paid on such appreciated values is 
a capital accretion tax but is only assessed 
in cases of substantial ownership. Con- 
versely, anyone liable for the capital accre- 
tion tax is allowed similar deductions in 
arriving at taxable income due to the falling 
market value or the depreciated values of 


the shareholdings. Thus, for an individual, 
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the rule of cost or market, whichever is 
lower, is applied to stockholdings for pur- 
poses of the property tax as well as the 
Following this through to 


its conclusion, we 


accretion tax 
notice that all evidences 
of stock dividends are taxable as income to 
the recipient. The stock 
ever, are taxed to individuals 


how- 
whether or 
not there is a substantial ownership of vot- 
ing shares held and the “substantial interest” 
doctrine does not apply. The taxable divi- 
dends include not only common on common 
but any variation of 


dividends, 


retained earnings 


Corporation Income Tax 
(Vennoodschapsbelasting) 


All income, domestic as well as foreign, 
of corporations or companies organized un- 
der the laws of the Netherlands or having 
their central management within the Neth- 
erlands is taxable under the V ennoodschaps- 
belasting. Foreign corporations are taxable 
only upon income from 
Netherlands 
ject to 
equival nt to 


within the 
Not all corporations are sub- 
taxes 


sources 


income which are 


and those 
nonprofit-making organiza- 
tions are exempt just as in the United 
States. Included in the classification of such 
nonprofit-making organizations are such co- 
operatives that distribute all of their earnings 
back to the participants. In this case, the 
participants are taxed on their share but the 
company is free from any double taxation. 

Corporate rates are not as progressive as 
the individual rates. There is a decrease 
in the rate between the 40,000 hfl. and 50,000 
hfl. bracket. Thus, from the tax view, it 
becomes more advantageous from a marginal 
standpoint to earn 50,000 hfl. than 49,999 hfl. 
The corporate table and rates are submitted 
below 


The computation of the periodic income 
corporation made by the use of any 
method which is in accordance 
“sound business practice and observes 
a lasting line of conduct 
pendent of the 
only be 


ota 
accounting 
with 
which is inde- 
” 
presumable results” may 
altered under the strain of changed 


the capitalization of: 


circumstances. It is the intention of the 
taxing authorities to insist upon a consist- 
ent accounting method, a concept not un- 
familiar in this country, but relatively new 
in Europe. The law makes no mention of 
a cash or accrual accounting method and 
states only that it must be in accordance 
with sound business practice. This leaves 
most of the discretion up to the judgment 
of the taxpayer. 

There is a very definite advantage to be 
gained by the keeping ot a regular book 
of account. Although costs and expenses 
are, as a rule, deductible for tax purposes 
if they are ordinary and necessary, for cor- 
porations keeping regular books of account, 
it is permissible to deduct the costs of in- 
corporating and corporations will not be 
taxed on profits set aside for painting of 
real property, payment of contingent lia- 
bilities or allowances for recurring expenses. 
A corporation is thus given a wide latitude 
in determining its taxable income. If chal- 
lenged on the propriety of these surplus 
reserves, it is up to the defendant to prove 
their necessity. Another advantage of a 
taxpayer’s keeping books is that the book, 
profits from losses on exchange or indem- 
nification of lost or damaged property used 
in trade or business may be brought to a 
replacement reserve free from taxation un- 
der the condition that replacement will 
actually follow within a reasonable time. 
This latter rule is similar to the United 
States rules governing tax-free exchanges 
of capital assets 

There is a class of income which is re- 
ferred to as “tax exempt profits.” This type 
of income is in relation to dividends re 
ceived by companies holding investments in 
subsidiaries. Since it is necessary for all 
substantial interests in 
other companies to present financial state- 
ments from an entity point of view, the 
proportionate share of subsidiary profits has 
already been included in the books of the 
parent company. In this way the dividends 
paid by a subsidiary to a parent company 
are not income at all but become a reduction 
in the parent’s equity. 


companies having 


The tax authorities 


CORPORATION INCOME TAX RATES 
Tax 


To 40,000 hfi. ($15,000 approx.) 
40,000 hfl. to 50,000 hf. 
50,000 hfl. to 100,000 hfi 
Over 100,000 hf ? 


: 
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17,000 fl. 
45,000 fl. 4 


Rate 

42YA% 
+ 55% of excess over 40,000 ff. 
46% of excess over 100,000 fi 
46% of excess over 100,000 fi. 
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recognize this peculiarity and allow divi- 
dends paid by one company to another to 
be tax exempt if the quantity of shares rep- 
resents at least 25 per cent of the nominal 
paid-in capital of the corporation owned by 
another corporation. Since the investing 
corporation has already been taxed on the 
share of profits taken up through the sub- 
sidiaries’ actions, another tax on intercom- 
pany dividends would be a superfluous double 
taxation. 


Included in the allowable business deduc- 
tions is provision for depreciation. The 
depreciation is only on and 
not on replacement cost or appreciated value 
There is some tax inequity in this approach 
since the appreciated value of property is 
used for the property tax. In an inflation 
the resultant tax will become disadvantageous 


allowed cost 


but in a period of decreasing prices it will 
represent an advantage to the taxpayer. 
The methods of depreciation are left to the 
individual taxpayer but the favorite method 
used throughout Europe seems to be the 
declining-balance method. This method sets 
a flat depreciation rate per year and that 
percentage is applied to the remaining bal- 
ance. If an asset is bought for 10,000 hfl. 
and a 10 per cent depreciation rate is used, 
the first year allowable depreciation will be 
1,000 hfl., the second year 900 hfl., the third 
year 810 hfl., and so on vntil the asset is 
fully depreciated. Within certain specific 
restrictions, this method is becoming more 
popular in the United States 


adoption of the 1954 Code. 

With certain 
which are purchased, ordered, contracted or 
improved January 1, 1950, and 
December 31, 1957, the taxpayer may elect 
to write off in the year of purchase 33.33 
per cent of the asset 


since the 


respect to business assets 


between 
have a 


10 per cent limitation), the remaining amount 
being subject 


(some assets 


to the regular depreciation. 
This is just one of the stimulations included 
in the tax laws to encourage capital invest- 
ments and private spending within the 
Netherlands. Curiously enough there is no 
mention in the tax code of depletion allow 


ances or losses from obsolescence. 


Another 
credit 


stimulant to 
against tax for 
purchases of 


investment is a 
improvements and 
capital Under the 
Income Tax Act of December 24, 1953, a 
special reduction in the tax liability 
been introduced in the form of a 
against net 


assets. 


has 
credit 
If during the course 
of any calendar or fiscal year beginning 


income. 


after April 1, 1953, expenses or obligations 
have been incurred in relation to the pur- 
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chase, acquisition or amelioration of plant, 
machinery, utensils, office equipment or any 
other capital assets necessary in the trade 
or business, a credit against income is avail- 
able. The total expenditure incurred must 
be at least 3,000 hfl. and 4 per cent of any 
such expense as mentioned above is credit- 
able against the profits of that year and 
again against the profits of the following 
four years. This so-called investeringsaftrek 
is allowed in addition to the normal depre- 
ciation. In effect, then, a taxpayer expend- 
ing more than the minimum limit set by 
law is allowed the equivalent of depreciation 
of 120 per cent of cost over the life of the 
asset. This allowance for 
discernable 
the Scandinavian 
stimulus 


investment is a 
throughout Europe and 


countries as an excellent 
investment to 


trend 
toward give the 
economy a much-needed lift in production. 


After calculating the 
the ordinary and 


less 
business ex- 
penses as provided by law, the net income 
is available for the carry-over or carry-back 
of losses and the various tax credits allowed 
by the code. 
be carried 
of the 


gross income 


necessary 


These operating losses may 
back six before the year 
carried forward to the in- 
come of the next six years. The remaining 
taxable income may be divided up so as to 
give benefit to those items receiving special 
rates. 


years 
and 


loss 


The broad classification of items re- 
ceiving the special rate includes the follow- 
ing corporate distributions 


(1) any profits earned through the sale 
or exchange of a business, practice or pro- 
fession or profit from the sale of corporate 
shares in which, during the five years pre- 
ceding the date of sale, the seller in person 
or with his spouse or 
controlled more 


other near relative, 
than 25 per cent of the 
voting share capital of the corporation; 


(2) dividends paid on the liquidation or 
winding up of a business if in excess of the 
paid-in capital; 


(3) bonuses distributed on lottery bonds; 


(4) interests paid or distributed in con- 
nection with lump-sum distributions of in- 
surances; 


(5) any income received by companies as 
substitutions of wages or periodic payments; 


(6) any compensation, remuneration or 
compromise for rights bought off or part- 
ners bought out, or for the cessation of 


business or retiring from practice. 


The rate applicable to any of the above 
items is the rate equal to the top 600 hfl. of 
the part of the income for which the general 
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progressive corporate rates are applied. The 
maximum tax payable on the above items is 
one of 40 per cent with a minimum rate of 
20 per cent. In cases where there have 
been differences in book value and fair 
market value at the time of the sale in con- 
nection with the sale or liquidation of a 
business or profession, there are further 
allowances in connection with the limita- 
tions on the final tax. Included in item (6) 
above is any remuneration or compensation 
received in restraint of trade or agreement 
not to compete, these contracts are 
perfectly valid and legal in the Netherlands. 
This latter view is emphatically denied in 
the United States, which has a devastating 
antitrust history 


since 


Avoidance of Double Taxation 


The Netherlands has also been interested 
to conclude with countries other 
than the United States in order to prevent 
international double taxation. At present, 
the Netherlands has negotiated tax treaties 
with some 27 nations and is in the process 


treaties 


of ratifying an additional five treaties. 


The provisions of the Netherlands In- 
ternal Revenue Code which include the 
avoidance for double taxation provide that 
“Netherlands citizens residing 
within the Netherlands resident 
aliens as either have resided continuously 
for a period of at least three years in the 
Netherlands or are subjects of a state grant- 
ing similar relief to the Netherlands are 
allowed a deduction for income derived from 
sources in a foreign country insofar as the 
income from such sources is subject to tax 
in such country.” 


who are 
and such 


Similar relief is granted 
by express statute in the case of property 
taxes and capital accretion taxes except in 
where a treaty or other 
provision has been concluded. 


cases means of 


Unlike the United States, which allows 
foreign taxes to be treated as a deduction 
from income or a credit against the tax, 
the Netherlands has a rather complex for- 
mula for determining the reduction in 
Netherlands tax on account of foreign taxes 
paid. The amount of the deduction is not 
the amount of tax paid abroad, but the 
amount of tax which would be payable in 
the Netherlands over the abroad 
for which the deduction is granted at the 
rate which would apply if the 
would have no other 
source. 


income 


taxpayer 
income from any 
In other words, the Netherlands 
taxpayer considers his foreign income sepa- 
rately from domestic income, converts the 
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amount into guilders, calculates the normal 
Netherlands tax payable on this amount and 
credits the amount thus calculated against 
his normal income tax. 

Any wage taxes levied by foreign coun- 
tries are credited against the income of 
wage tax of the Netherlands resident. Tax 
exempt are such sources of income and such 
properties in a foreign state as have been 
determined by treaty. As has been dis- 
cussed earlier, a bilateral treaty with respect 
to income taxes was concluded with the 
United States in 1948. A similar treaty 
with respect to estate taxes is in the process 
of preparation but is as yet not in force 


Dividend Tax; Companies Tax 


A dividend tax is imposed on all cor- 
porate distributions of income, bonuses, 
profit sharing and distributions of bonds or 
notes. As such, it is not actually a tax, but 
is a withholding provision whereby the 
corporation making the distribution is au- 
thorized to withhold 15 per cent of the 
distribution and then at the end of the tax- 
able year pay the amount to the government. 
It is similar to wage withholding and func- 
tions just in the same manner. 

The companies tax functions in the same 
manner as the corporate tax insofar as al- 
lowable deductions, exemptions and inclu- 
sions in income are concerned. 
difference is that the rates are than 
the corporate rates, being 45 per cent of 
the first 50,000 hfl. progressing to 52 per 
cent for income over 350,000 hfl. Also, it 
represents a double taxation since it is im- 
posed on partnership income, limited lia 


The only 
less 


bility companies, insurance companies and 
cooperatives. f 


Thus, income of such com- 
first subject to the companies 
income tax and then the distribution to the 
owners is again taxed as individual income. 
In the United States, there is no such double 
taxation on nonincorporated entities. 


panies is 


Corporate Managers and Directors Tax 
(Commissarissenbelasting) 


This tax is actually assessed against the 
corporation since it requires the corporation 
to pay a tax which is not included in the 
directors’ income. The corporation pays a 
tax of 30 per cent on the first 4,000 hfl. over 
1,000 hfl. and 50 per cent of any remunera- 
tion over 5,000 hfl. paid to any person 
qualifying as a manager or director of a 
corporation. This amount withheld at the 
source is not creditable against the reci- 


(Continued on page 780) 
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By MARVIN CHIRELSTEIN 
and BENJAMIN M. SHIEBER 


Property Previously Taxed 
Under the Revenue Act of 1954 


The substance of this article appeared 
in the December, 1954 Stanford Law 
Review as part of a longer study on 
the 1954 estate and gift tax changes. 
Mr. Chirelstein is an associate at 
Willkie, Owen, Farr, Gallagher & 
Walton, New York City. Mr. Shieber 

is a law clerk to Edmund L. Palmieri, 
United States District Judge. 


KF ROM a technical standpoint, the most 
extensive estate tax changes effected by 
the Revenue Act of 1954 were made in the 
provisions governing the deduction for 
property previously taxed.’ The purpose of 
a previously taxed property provision is to 
prevent unreasonable depletion of a family’s 
wealth by the imposition of transfer taxes 
upon involuntary and successive transfers 
taking place within a short space of time 
Suppose, for example, that a husband dies 
in 1955, with an estate that is large enough 
to incur an estate tax, and bequeaths his 
entire property to his wife. If there were 
no relief provision for property previously 
taxed, the transfer of the same assets by 
the wife at her death would be subject to 
1 second estate tax, even if she were to die 
soon after her husband, say the following 
year. Congress has decided that in this 
and in similar situations characterized by 
the closely spaced deaths of a transferor 
and a decedent, the estate tax otherwise 
payable by the decedent, in this case the 
wife, should be reduced. 


General Operation of 1939 
and 1954 Provisions 


Under Section 812(c) of the 1939 Code, 
the value of any assets which qualified for 
the preferential treatment accorded prop- 





erty previously taxed was deductible from 
the decedent’s gross estate. By virtue of 
the deduction machinery, the tax benefit 
allowed was equal to the value of the 
previously taxed property multiplied by 
the topmost bracket rates applicable to the 
decedent’s estate. Under this provision the 
relief afforded to the decedent’s estate might 
well exceed the amount of prior tax paid 
by the estate of the decedent’s transferor. 
This could occur if the decedent’s taxable 
estate were in a higher bracket than that 
of his transferor. Thus, if the transferor’s 
taxable estate were in the $10,000 bracket 
while the decedent’s taxable estate was in 
the $1 million bracket, the amount of tax 
saved by the decedent’s estate in deducting 
the value of the previously taxed property 
would be many times greater than the 
amount of tax paid on that property by the 
estate of the transferor. A change in rates 
of tax between the deaths of the decedent 
and the transferor would produce the same 
results even if the size of both estates were 
the same 


It would seem, then, that the deduction 
machinery utilized in Section 812(c) gave 
some estates a tax advantage not justified 
by underlying policy considerations. As 
stated above, the relief afforded by Section 
812(c) was based on the tax 
payable by the decedent's 
another 
tirely 


otherwise 
estate. Stated 
way, the decedent's estate was en- 
excused from tax with respect to 
received from his transferor, 
even though the decedent had enjoyed the 
use of those assets during his life and was 
able to decide to whom they should go after 
his death. These privileges and incidents 
of ownership would, however, seem to 
warrant taxing the assets in the decedent’s 
estate, subject, of course, to relief allowed 
because of the prior tax paid on the trans- 
fer of the assets to the decedent. The 
correct measure of such relief is the amount 


the assets 





1 The 1939 Code section was 812(c). The pres- 
ent section is 2013. 
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of prior tax paid by the transferor’s estate, 
rather than the amount of tax otherwise 
payable by the estate of the decedent.’ 


Sections 2013(a) and 2013(g) substitute 
a credit against the decedent’s estate tax 
for the deduction from gross estate allowed 
under the 1939 Code. This credit is limited 
to the lower of (1) the estate tax paid by 
the transferor’s estate with respect to the 
value of the previously taxed property or 
(2) the estate tax otherwise payable by the 
decedent’s estate with respect to an amount 
equal to that value. Limitation (1) insures 
that the unjustified tax benefits formerly 
permitted will not be allowed in the future. 
Thus, if Section 2013 were applied to the 
fact situation described above, the tax bene- 
fit allowed to the wife’s estate could not 
exceed the amount of tax paid by the estate 
husband. Limitation (2) is 
which the tax 
brackets of the 


aimed 
rates on the 
decedent’s estate 
than the average rate on the 
transferor’s estate. In such cases the tax 
benefit allowed cannot exceed an amount 
equal to the value of the previously taxed 
property multiplied by the topmost bracket 
applicable to the decedent's estate. 
Hence, the 1954 act limits the relief for 
property previously taxed to the amount of 
the prior tax paid or, if it is lower, to the 
amount of tax to which the decedent's 
estate would be subject if there were no 
relief provision. 


of her 
at cases in 
topmost 
are lower 


rates 


Elimination of Relief for Prior Gift Tax 


Section 812(c) defined property 
previously taxed to include property trans- 
ferred to a decedent by gift if a gift tax 
had been paid thereon by the transferor. 
If the other statutory conditions were met, 
the decedent’s estate was permitted to de- 
duct the value of such property from the 
amount of the gross estate. Under Section 
2013, however, no allowed to a 
decedent’s estate because of a prior gift 
The Senate report states no 
explicit reason for this change, but it has 
argued that mitigation of the tax 
burden should be allowed only if the suc- 
cessive taxes were incurred under wholly 


K« rmer 


relief is 
tax paid 
been 


fortuitous circumstances, that is, by virtue 
of successive deaths." 


It is doubtful whether the above reasons 
support elimination of relief when the prior 


*S. Rept. 1622, 83d Cong., 2d Sess., p. 122 
(1954) 

* Rudick, 
Property Previously Taxed,’ 53 Columbia Law 
Review 761, 785 (1953) 


“The Estate Tax Deduction for 
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tax is a gift tax. First, is not the purpose 
of the provision—to prevent diminution of 
an estate by the imposition of successive 
taxes on the same property within a brief 
period—met when the prior tax is a gift 
tax as well as when it is an estate tax? 
Second, why is it necessary that the prior 
tax be incurred as the result of a fortuitous 
circumstance? It seems clear that if the 
later tax is voluntarily incurred, as a gift 
tax is, no relief should be granted. But in 
cases in which the later tax is not volun- 
tarily incurred, there appears to be no 
reason for distinguishing between a volun- 
tary prior tax and an involuntary prior tax. 
Whether the prior tax is or is not volun- 
tary, the successive taxation of the family’s 
wealth is involuntary and relief should 
therefore be granted in either case. Pos- 
sibly the disallowance of a credit for prior 
gift tax paid is warranted for administrative 
reasons, but no indication of this appears 
in the committee reports 


Tracing Requirement Eliminated 


Under prior law, in order to qualify for 
the deduction, a decedent’s estate was re- 
quired to identify the property that had 
been previously taxed upon transfer to the 
decedent, or to trace it into other assets 
that were part of the decedent’s gross 
estate.* This requirement prevented some 
estates from taking advantage of the relief 
allowed by Section 812(c). It also compli- 
cated the administration of assets received 
through a previously taxed transfer because 
it was advisable to segregate such assets 
from other property belonging to the trans- 
feror’s beneficiary in case the beneficiary’s 
estate later qualified to treat 
as previously taxed property. 


such assets 


The new provision does not require iden- 
tification or tracing of previously taxed 
property. Under Section 2013(a) a dece- 
dent’s need only show that the 
decedent received which had been 
included in the gross estate of a transferor 
whose estate had paid an estate tax. In 
dispensing with the troublesome require- 
ment of identification or tracing, however, 
Section 2013 poses the risk that a credit 
may be allowed even though the decedent 
dissipated the property he received from 
the transferor and later accumulated other 
property through his own efforts. It would 


estate 


assets 


* Rodenbaugh v. U. 8., 1 ustc § 295, 25 F. 
(2d) 13 (CCA-3, 1928) and cf. Blair v. Dustin 
Estate, 1 ustc 1369, 30 F. (2d) 774 (CCA-2, 
1929). Estate of Schroeder, CCH Dec. 17,146, 
13 TC 259 (1949). 
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seem that a credit should not be allowed 
where the property in the decedent's estate 
is earned rather than inherited wealth. 
However, the probability that this situation 
will arise is too remote to justify continuing 
the requirement that previously taxed prop- 
erty be identified in or traced to a decedent’s 
gross estate. 


“Sliding Scale” 


Section 812(c) of the 1939 Code allowed 
a decedent’s estate to deduct the value of 
previously taxed property if the decedent's 
death occurred within five years after the 
death of the transferor. It was suggested, 
however, that this rule failed to carry out 
the policy objectives on which relief is 
predicated. If hardship results from suc- 
cessive taxation of a family’s wealth within 
a short period, then it would seem to follow 
that the hardship becomes less severe as 
the interval between the decedent’s death 
and that of his transferor grows longer 
and that the estate of a decedent who en- 
joyed the use of previously taxed property 
for only one year should be entitled to a 
larger credit than the estate of a decedent 
who enjoyed the use of transferred assets 
for, say, five years. 

The draftsmen of Section 2013 apparently 
accepted this view, for Section 2013(a) 
‘sliding scale” device and extends 
the period of relief from five to ten years.® 
The credit allowed to the estate of a dece- 
dent diminishes as the interval between 
deaths the interval between 
deaths is two years or less, the allowable 
credit is 100 per cent; if the interval is 
four the credit drops to 
80 per cent; if five or six years, to 60 per 
cent; if seven or eight years, to 40 per cent; 
and if nine or ten years, to 20 per cent. If 
the interval ten 
is allowed. 


adopts »* 


increases. If 


three or years, 


exceeds years, no credit 


Spouse May Take Advantage of Credit 


Under prior law, the estate of a decedent 
could not deduct the value of property 
previously taxed if the decedent was the 
spouse of the transferor and the property 
was transferred after the enactment of the 
marital deduction provision. 
even though the 
taken no marital 


This was true 
estate had 
deduction. Section 2013 
(d)(3) alters this rule and a spouse’s estate 
may now take advantage of the relief pro- 


transferor’s 


taxed property provisions in which a sliding 
scale is used and in which the maximum in- 
terval is five years. See the Finance Act, 1914, 
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rr Both “England and Canada have previously 


vision. In computing the credit allowance, 
however, the value of the property trans- 
ferred by a transferor-spouse will be re- 
duced by the amount deducted under the 
marital-deduction provision. 


Credit Allowed When Transferor's Estate 
Also Received Credit 


law did not allow a decedent's 
deduct the value of previously 
taxed property if the decedent had received 
the property from an estate which had 
itself enjoyed the benefits of the relief 
provided by Section 812(c). Thus, under 
prior law, if a husband died leaving his 
entire estate to his wife, the wife died a 
month later leaving the property that she 
had received from her husband to her son, 
and the son died a month after the wife’s 
death, the wife’s estate could deduct the 
value of the property but the son's estate 
could not. Section 2013(b) alters this. 
Where more than two deaths take place 
within a period of ten years, the credit is 
based upon the tax paid by the decedent’s 
immediate transferor plus the credit al- 
lowed to the latter’s estate. Suppose a 
husband died on January 15, 1955, leaving 
certain assets to his wife. The tax paid 
by the husband’s estate with respect to 
these assets was, let us say, $50,000. If his 
wife dies on January 15, 1956, leaving the 
property received from her husband to her 
son, the wife’s estate will receive a credit 
of 100 per cent of the husband’s tax, or 
$50,000, and will pay no tax. Then, if the 
son dies on January 1, 1965, his estate will 
receive a credit of 20 per cent of the sum 
of the tax paid by the wife’s estate (none) 
plus the credit allowed the wife’s estate 
($50,000) or $10,000, and will pay a tax of 
$40,000. 


Prior 
estate to 


Now let us assume that the son dies on 
January 30, 1965, which is more than ten 
years after the death of the husband but 
only nine years after the death of the wife. 
The credit allowed the son’s estate would 
be based solely on the tax paid by the 
wife’s estate and since the wife’s estate 
had paid no tax, that credit would be zero. 


One further point should be spelled out. 
Using our hypothetical case, the credit per- 


centage allowed the son’s estate is always 


determined on 
the 


basis of 
death 


the 
son’s 


the 
the 


interval 


between wife’s 


and 
455 Geo. 5, ¢. 10, Sec. 15; the Dominion Suc- 
cession Act, 9 and 10 Geo. 6, ¢. 18, Sec. 7 (6) 


(1945). CCH Canadian Succession Duties Re- 
ports { 1304. 
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Sections 2013(a) and 2013(g) of the 
1954 Code substitute a credit against 
the decedent's estate tax for 


the deduction from gross estate 
allowed under the 1939 Code. 


death and not on the basis of the interval 
between the son’s death and that of the 
husband. To illustrate, suppose in the ex- 
ample above that the son dies on January 
1, 1958, which is more than two years after 
the death of the husband but within two 
years of the wife’s death. Son’s credit will 
be based on the two-year interval between 
his and the wife’s deaths and will amount to 
100 per cent of the tax paid’ by the wife’s 
estate plus the credit allowed to the wife’s 
estate, or $50,000. This does not seem 
proper. The policy of the sliding scale 
provision suggests that the allowable credit 
should steadily decline over the course of 
a ten-year period. In line with this policy, 
since the tax on the husband’s estate was 
incurred more than two years before his 
son’s death, the credit allowed the son’s 
estate should not exceed 80 per cent. The 
intervention of the wife’s death should not 
affect this result 


Subsequently Taxed Transfers 


Estate of Anna C. Yantes; decided by the 
Tax Court in 1953, illustrates a situation 
which former Section 812(c) should have 
covered but in fact failed to reach. The 
transferor, Anna, created an irrevocable 
trust in 1935, reserving the income to her- 
self for life. At Amnna’s death the income 
was to go to her son, Edmond, for life, 
and Edmond was given a general power to 
appoint the corpus by will. Edmond, who 
died in 1949, exercised his power in favor of 
his wife and children, thus requiring inclu- 
sion in his estate of the value of the corpus 
less the value of Anna’s outstanding life 
interest. Anna died a year later and the 
value of the entire property was included 
in her estate by virtue of her retention of 
the life interest. It was argued that Section 
812(c) was intended to provide relief for 
Anna’s estate under these circumstances 
and it is clear that the effect of taxing both 
estates under the given circumstances is 
the same as it would have been had Anna 
predeceased Edmond. Nevertheless, the 
court correctly held that the terms of 


~ © CCH Dec. 20,183, 21 TC 830 (1954). 








Section 812(c) did not apply, and the 
family’s wealth was, as a result, taxed twice 
in a period of less than two years. 


This could not occur under the 1954 act. 
Section 2013(a) provides a credit for sub- 
sequently taxed transfers where the trans- 
feror dies no more than two years after 
the death of the decedent-transferee. The 
credit applies against the tax payable by 
the estate of the decedent and amounts to 
100 per cent of the tax subsequently paid 
by the estate of the transferor. Thus, if 
the Yantes case had arisen under Section 
2013, the estate of Edmond could have 
claimed relief after Anna’s death. A simi- 
lar example appears in the Senate report: 
If A makes a gift to B in contemplation 
of death, and B predeceases A by less than 
two years, under Section 2013(a), B’s estate 
will be entitled to a credit against tax for 
the tax paid by A’s estate. 


Section 2013 does not allow a credit for 
a subsequently taxed transfer that occurs 
more than two years after a decedent’s 
death. Yet it would seem that since the 
same policy applies to both previously and 
subsequently taxed transfers, the same in- 
tervals between the deaths of transferor and 
decedent and the same sliding scale should 
also apply. The Senate report states that 
this is not done because a period in excess 
of two years for allowing a credit for 
subsequently taxed transfers would create 


“undue administrative difficulties . . . .”’ 
The difficulties would be considerable in- 
deed. Suppose the subsequently taxed 


transfer occurs between nine and ten years 
after the decedent’s death. The govern- 
ment would have to arrange (1) to provide 
refunds after a long period of time and (2) 
to recover any credits which may have 
been allowed on account of the original tax 
paid by the decedent’s estate. The in- 
frequency with which subsequently taxed 
transfer situations are likely to arise does 
not warrant creating such complex ad- 
ministrative machinery. 


Valuation 


Under former Section 812(c) the rules 
for determining the amount which a dece- 
dent was allowed to deduct from his gross 
estate were unwise and unsettled. Section 
812(c) provided that whenever a trans- 
feror’s estate had paid any gift or estate 
tax, the decedent’s executor could deduct 
from the decedent’s gross estate an amount 





TS, Rept. 1622, 83d Cong., 2d Sess., p. 122 
(1954). 
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The new previously taxed property 
provisions provide an adequate 
solution for virtually all of the 
problems which arose under 

prior law, the authors conclude. 


equal to the value of the property that the 
decedent had received from the transferor. 
Thus, if a husband, whose gross estate 
was $60,001 and whose estate paid an estate 
tax on the $1, transferred the $60,001 to his 
wife, her estate could deduct the entire 
$60,001 from her gross estate.* 


Similarly, some courts have held that as 
long as property had been included in a 
transferor’s gross estate and the estate had 
paid an estate tax, the entire value of the 
property later found in the decedent’s gross 
estate was deductible even though it ex- 
ceeded the transferor’s net estate. Thus, if 
claims against a transferor’s estate were 
paid from earnings of the estate, or if the 
transferor’s gross estate was distributed 
before the claims were paid, with the dis- 
tributees satisfying the claims out of other 
assets, a deduction would be allowed for 
the value of gross estate assets transferred 
even though that amount exceeded the 
transferor’s net estate and had not been 
taxed at the transferor’s death.’ 


Other courts held that the value of the 
property must be reduced by the amount 
of claims and taxes to which the trans- 
feror’s estate was subject.” In Bloedorn v. 
U. S.™ for example, a husband died in 
1942 leaving an estate of $492,518.44 and 
naming his wife as his sole legatee and 
executrix. The wife paid the estate tax 
imposed on the estate out of her own funds, 
She died in 1946. The wife’s estate argued 
that it should be allowed to deduct the 
$492,518.44 as property previously taxed 
because that amount had been included in 
the transferor’s gross estate, but the court 





held that only the $492,518.44 less the 
amount of estate tax paid thereon was 
deductible as property previously taxed. 
This result would seem to be correct since 
the amount of tax paid by the transferor’s 
estate did not increase the decedent’s wealth 
and, therefore, could not be subjected to a 
second tax in the decedent’s estate. 


These uncertainties are resolved under 
Section 2013(c) and (d). First, the credit 
machinery itself limits the relief allowable 
to the amount of tax paid by the estate of 
the decedent’s transferor. Thus, in the case 
of a transferor’s estate valued at $60,001, 
the credit available to the decedent’s estate 
would be limited to the tax paid on the 
transferor’s net taxable estate, that is, on 
the $1. Second, the value of the property 
is its value in the estate of the transferor 
reduced by any death taxes attributable to 
the property, by any lien or encumbrance, 
and by any obligation assumed by the 
decedent instead of the transferor’s estate. 
The Senate report also makes it clear that 
if estate income is used to satisfy claims 
against the transferor’s estate, thus increas- 
ing the amount of property received by 
the decedent, the increment is not to be 
taken into account in valuing the property 
for purposes of determining the credit al- 
lowable to the decedent's estate. Finally, 
in computing the credit allowance, the 
value of the property in the estate of the 
transferor will be reduced by the amount 
deducted under the marital deduction pro- 
vision if the transferor was the decedent’s 
spouse. , 


Conclusion 


The new previously taxed property pro- 
visions do, unfortunately, present a picture 
of considerable complexity. Nevertheless, 
they provide an adequate solution for vir- 
tually all of the problems which arose 
under prior law, and, if properly admini- 
stered, they ought to silence most of the 
litigation in this area. [The End] 





‘Estate of Vath, CCH Dec. 11,020, 41 BTA 


187 (1940). However, in Estate of Schmidt v. 
Commissioner, 55-1 ustc § 11,515, 220 F. (2d) 63 
(CA-9), it was held that gifts falling within the 
annual per-donee exclusion and later included 
in the donee’s estate did not qualify for the 
deduction. 

*See Commissioner v. Garland, 43-1 ustc 
7 10,041, 136 F. (2d) 82 (CA-1): Estate of Hanch, 
CCH Dec. 19,258, 19 TC 65 (1952); Estate of 
Rice, CCH Dec. 15,240, 7 TC 223 (1946). In the 
Rice case, the wife died, naming her husband 
as her executor and sole legatee. The wife 
owed to the husband $50,000, which was de- 
ducted from her gross estate, but her husband 
did not bother to prove his claim before the 
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state courts and took the money in his capacity 
as sole legatee; the husband died less than five 
years after his wife and his estate claimed a 
previously taxed property deduction for the 
$50,000 which had been deducted from the 
wife's gross estate. The Tax Court allowed the 
deduction. 

” Central Hanover Bank and Trust Company 
v. Commissioner, 47-1 ustc § 10.537, 159 F. (2d) 
167 (CCA-2); Bahr v. Commissioner, 41-1 ustc 
§ 10,047, 119 F. (24) 371 (CCA-5): McCarthy v. 
Delaney, 48-1 ustc 7 10,608, 76 F. Supp. 471 (DC 
Mass.). The Tax Court has recently held to 
this view as well. See Roswell G. Ackley, CCH 
Dec. 20,812, 23 TC —, No. 84 (1955). 

11 52-2 ustc { 10,921, 116 F. Supp. 133 (Ct. Cls.). 
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New Law Booklet 


1955 Federal Tax Law Changes. Commerce 
Clearing House, Inc., 214 North Michigan Ave- 
nue, Chicago 1, Illinois, 1955. 64 pages. 90¢. 


There was no single, major revenue act 
enacted in 1955. However, Congress did 
pass, in the last minutes before adjournment 
on August 2, 1955, and the President signed, 
many individual acts. Taken together, these 
individual acts amend the internal revenue 
laws as extensively as have some major 
revenue acts of past years. 


This booklet not only explains these nu- 
merous changes, but it also reproduces each 
act. It shows the actual amendments, the 


new law and the law as it read before each 
change. 


Pension Textbook 


Fundamentals of Private Pensions. Dan M. 
McGill. Richard D. Irwin, Inc., Homewood, 
Illinois. 1955. 239 pages. $5. 


This volume is the initial publication >of 
the Pension Research Council of the Whar- 
ton School of Finance and Commerce. It 
has a twofold purpose: (1) to provide a 
broad background for the more specialized 
studies to follow and (2) to serve as a basic 
text for those persons aspiring to a fuller 
understanding of the private pension mech- 
anism, 


It is especially designed to meet the 
needs of college or university students and 
trainees in insurance companies, trust com- 
panies and pension consulting firms. It 
should also prove useful to management 
personnel, labor union representatives and 
others interested in the administration of 
private pensions. 


In keeping with the fundamental objec- 
tives of the book, an effort has been made 
to strike a proper balance between prin- 
ciples and practices. 
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Industrial pensions appeared on the Ameri- 
can scene during the last quarter of the 
nineteenth century, but only within the last 
two decades have they assumed any signif- 
icance in the old-age financial picture, In 
the beginning, private pension benefits were 
universally regarded as gratuities from a 
grateful employer in recognition of long and 
faithful service. The payments were usually 
discretionary, the employer assuming no 
legal obligation to provide benefits. 


As the years went by, certain groups, 
anxious to encourage and strengthen the 
pension movement, sought to place on the 
employer a moral obligation to provide pen- 
sions to superannuated employees. As early 
as 1912, one student of the old-age problem 
wrote: “From the standpoint of the whole 
system of social economy, no employer has 
a right to engage men in any occupation 
that exhausts the individual’s industrial life 
in ten, twenty, or forty years; and then 
leave the remnant floating on society at 
large as a derelict at sea.” This point of 
view was frequently expressed during the 
next few decades, being the subject of wide- 
spread debate in the early 1920’s. It was 
adopted by the United Mine Workers and 
used by that organization in its 1946 cam- 
paign to establish a welfare fund. 


Despite its respectable following, this 
concept, now known as the human deprecia- 
tion concept, clearly rests on some logical 
imperfections. In the first place, aging is 
not a result of employment but of physio- 
logical processes. Even if it could be es- 
tablished that certain occupations tend to 
accelerate the aging process, the employer 
logically should be responsible for only the 
increase in the rate of aging. Second, the 
responsibility for providing retirement bene- 
fits is placed entirely on the last employer. 
Only the terminal employer is accused of 
casting away the worn out human machine, 
leaving it “floating on society at large as a 


yy — 
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derelict at sea.” The same disapprobation 
does not attach to an employer who dis- 
charges an employee in his middle years 
without providing paid-up pension benefits. 
Finally, and this is the crux of the matter, 
the cost of replacing a human machine is 
not comparable to that of replacing a physi- 
cal machine. A human machine can be re- 
placed with only the cost of training a 
replacement, whereas the purchase price of 
a new unit must be accumulated to replace 
a worn out physical machine. 


The human depreciation concept has been 
supplanted—or supplemented—in some quar- 
ters by the theory that pensions are nothing 
more than deferred wages. 


Pursued to its logical conclusion, this 
concept has some far-reaching implications. 
Certainly it would call for full, immediate 
vesting of all benefits in the employees. It 
would also require that the minimum em- 
ployer contribution to the plan be equal to 
the proposed wage increase. (As a matter 
of fact, the concept usually carries the im- 
plication that the employer should assume 
the full cost of the plan.) Finally, it might 
be argued that all contributions should be 
paid into an irrevocable trust fund admin- 
istered by the employees, entirely free of 
either employer or union control. 


It is doubtful that the private pension 
movement can be explained in terms of any 
one social or economic philosophy. Its ra- 
tionale lies in broad and conflicting forces 
that do not lend themselves to definitive 
characterization. One might conclude that 
the only tenable explanation of the develop- 
ment is business expediency. Whatever the 
reason, or the concept, pensions are an‘in- 
tegral part of the working relation of mil- 
lions of men and women and they are being 
adopted with increasing frequency, all of 
which makes this book about a relatively 
new subject a worth-while one to study. 


Poor Cities 


Financing Metropolitan Government. Tax 
Institute, Inc., 457 Nassau Street, Princeton, 
New Jersey. 1955. 295 pages. $5. 


In its new symposium volume on Financing 
Metropolitan Government, the Tax Institute 
comes to grips with the seething problem 
of how metropolitan areas are to finance 
the ever-increasing governmental 
which the times demand. 


services 


The speakers examined the broad trends 
affecting metropolitan governments; they 
examined the areas on a functional basis; 
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they looked at the problems of two specific 
city areas; they examined the impact of the 
national and state governments; and finally 
an attempt 
solutions. 


was made to find constructive 


A distinctive feature of the volume is the 
series of six papers on economic trends 
affecting metropolitan government. Malcolm 
C. Neuhoff, Division of Business Practices, 
National Industrial Conference Board, dis- 
cusses industrial location; Arthur Rubloff, 
Arthur Rubloff & Company, the develop- 
ment of shopping centers; E. Everett Ash- 
ley, 3rd, Division of Plans and Programs, 
Housing and Home Finance Agency, trends 
in residential building; Theodore M. Matson, 
late director, Yale University Bureau of 
Highway Traffic, some influences of traffic 
and parking on metropolitan growth; Clay- 
ton S. Cronkright, industrial representative, 
Public Service Electric and Gas Company, 
plant dispersion for security reasons; and 


J. Carlton Ward, Jr., president, Vitro Cor- 


poration of America, the potential use of 
atomic energy by industry. 


The participants are virtually unanimous 
in emphasizing the need for a new local 
government structure covering the entire 
metropolitan area, but regard this as un- 
likely to be achieved in the near future. 
H. F. Alderfer, executive secretary, Insti- 
tute of Local Government, Pennsylvania 
State University, points to the use of au- 
thorities and special districts to meet the 
problem temporarily. Frederick L. Bird, 
director of municipal research, Dun & Brad- 
street, Inc., and Simeon E. Leland, dean, 
College of Liberal Arts, Northwestern Uni- 
versity, favor the activation of metropolitan 
counties, 
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To meet the revenue requirements of 
existing metropolitan governments, Alfred 
G. Buehler, professor of economics, Uni- 
versity of Pennsylvania, suggests an effort 
to modernize and strengthen the property 
tax in addition to the now widespread use 
of nonproperty taxes to reach the nonresi- 
dent population of the central cities. Weston 
Vernon, Jr., Milbank, Tweed, Hope and 
Hadley, warns against the tendency of local 
nonproperty taxes to drive business away. 
Dean Leland, in suggesting an ideal revenue 
system for metropolitan governments, rec- 
ommends that major reliance be placed on 
the property tax and unconditional state 
aid, asserting that nonproperty taxes tend to be 
inefficient and inequitable at the local level. 


Profile of an Executive 


The Big Business Executive. Mabel New- 
comer. Columbia University Press, 2960 
Broadway, New York 27, New York. 1955. 
164 pages. $4. 

This book seeks to answer the question: 
Who is, who can be and who should be 
the big business executive of today? Answers 
to this question were sought by analyzing 
the background of the chief executives of a 
large number of our corporations. Statis- 
tically, the book tabulates executives by 
nationality, religion, politics, father’s occu- 
pation, family income, education, early busi- 
ness career, incentives, promotion and transfer, 
professionalization of qualifications, age, 
tenure and retirement. 


The typical executive of 1950 is a native 
American, the son of a small, independent 
businessman. His family’s income was 
moderate, and such jobs as he pursued 
during his boyhood were for extra spending 
money rather than to help support the 
family. His parents managed to put him 
through college, with such contributions as 
he himself made to his own expenses through 
part-time employment, mostly in summer. 
Upon graduation he obtained a full-time 
job, with no assistance from his family. 
Thenceforward he was on his own. While 
still relatively young and inexperienced, he 
obtained a minor position with the corpora- 
tion that he eventually headed, and he 
gradually worked up, through operations 
or production, to a vice presidency, from 
which he was promoted to the presidency 
at the age of 52. Although he has had 
specialized professional training, he has 
never practiced independently, nor has he 
at any time run a business of his own as 
his father did. He is a business adminis- 
trator—a bureaucrat—with little job ex- 
perience outside of his own corporation 
His investments in “his” company are 
nominal, in terms of potential control—less 
than 0.1 per cent of the total stock out- 
standing. He is a Republican in politics; he 
attends the Episcopalian Church, if he 
attends church at all; and he served the 
federal government in an advisory capacity 
during the war. He was, in 1950, 61 years 
of age, and he will probably be 70 when 
he retires. 


THE NETHERLANDS INTERNAL REVENUE CODE— 


Continued from page 772 


pient’s income and the recipient pays in- 
dividual income tax only against his gross 
wage less corporate directors tax withheld 
at the source. For an individual director 
having a salary of 100,000 hfl., the total 
taxes paid represents a tax of 120 per cent 
on his salary, 50,000 being paid by the 
payor corporation and approximately 70,000 
hfl. paid by the recipient of the wage. 


Property Tax (Vermogenbelasting) 

Property tax is the same as that of in- 
dividuals except it is assessed on assets 
minus liabilities of a corporation. 


Turnover and General Sales Tax 
(Omzetbelasting) 


This particular tax is in the form of an 
excise tax on manufacturers and other per- 


sons who engage in trade or a profession 
within the Netherlands on the proceeds of 
any transfer of goods. It is in the form 
of a cascade system on the value of goods 
transferred. Retailers are subject to a tax 
of 4 per cent with certain exemptions; 
manufacturers are subject to a tax of 6 per 
cent on the delivered value of the goods, 
less an allowance of 1 per cent for delivery 
The tax is imposed on a variety of items 
including sugar, tobacco, liquors, gas and 
other natural resources. 


On the whole, the taxation system of the 
Netherlands is rather similar to that of the 
United States. There are some rather im- 
portant differences, not only in rates but in 
the concept of income, but these seem to 
be quite consistent in the form of economy 
prevalent in Europe. [The End] 
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Capital Cost Allowance .. . 
Approved Pension Plans .. . 


Sale of Partnership Interest 


Canadian Tax Letter 





Capital Cost Allowance 


Depreciation on estate not part of 
beneficiary's income. 


The trust consisted of commercial and 
apartment buildings. The trustee was di- 
rected to pay the net income from the trust 
to the testator’s widow for life. Since net 
income means net income after deprecia- 
tion, there is reason why the trustee 
should not deduct such applicable amounts 
from the gross income of the property. The 
beneficiary has no claim to the amounts so 
set aside and she is not entitled to 
them she cannot be taxed on such amounts 
as are proper capital cost allowances.— 
Harris v. Minister of National Revenue, 55 
DTC 446. 


no 


since 


Approved Pension Plans 


Employer's contribution to a pension 
plan is not taxable to the employee 
where no benefit is received by the 
employee from the contribution. 


Two decisions approach a nontaxable end 
by somewhat different routes. In the first 
(Pasuk) the employee quit. While em- 
ployed, he was the beneficiary of a pension 
plan to which both he and the employer 
made contributions. Under the agreement, 
upon termination of the employment rela- 
tionship, the employee received 25 per cent 
of his employer’s contributions. Since, how- 
ever, this was not an “approved super- 
annuation fund or plan, group insurance 
plan or medical services plan,” the Minister 
sought to tax the employee on the total 
amounts the employer had contributed to 
the plan in his behalf. 


It was held on appeal that in the years 
under review the employee received no 
benefit and he did not enjoy any from the 
employer’s contributions 


Canadian Tax Letter 


oes iby 


In the other case the termination of em- 
ployment was not an issue, The tax con- 
troversy arose over a matter of a car al- 
lowance the Minister here sought to 
increase the taxable income of the taxpayer 
the amounts of the 
employer contribution made to a plan on 
behalf of The appeal was 
allowed as to this issue and the holding 
was in accord with the preceding case.— 
Pazuk v, Minister of National Revenue, 55 
DTC 428, and Campbell v. Minister of Na- 
tional Revenue, 55 DTC 434. 


and 
by assessing to tax 


the employee. 


Sale of Partnership Interest 


Upon the sale of a partnership interest 
the income attributable to the interest 
is not converted into capital gain but 
remains taxable income to the selling 
partner. 


A partner sold to the two other members 
of the partnership his interest for $25,000. 
This amount accounted for a return of his 
contributed capital plus his interest in the 
profit expected from a not-yet-completed 
contract. The retiring partner was assessed 
to income tax on one third of the profits 
which resulted from the successful completion 
of the contract. In other words, the partner 
was still a partner until the completion of 
this contract and was taxable on his share 
of the profits resulting from a partnership 
transaction. The appeal of the taxpayer 
was dismissed.—Fengstad v, Minister of Na- 
tional Revenue, 55 DTC 449. Several cases 
have been decided on this point under United 
States Here, because of the capital 
gains provisions of the law, a lower tax 
would result if the earnings of the partner- 
ship could be capitalized and treated as a 
sale of a capital asset 


law. 
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| Taxes... 


Tax=-Wise 


Tax People... 
Things Taxed... 





Meetings of Tax Men 


University of Chicago.—-The Eighth An- 
nual Federal Tax Conference of the Uni- 
versity of Chicago will be conducted 
October 26-28 at headquarters of the West- 
ern Society of Engineers, 84 East Randolph 
Street, Chicago. Application for registra- 
tion may be made to the University College, 
19 South La Salle Street. The fee is $30. 

University of Southern California——The 
law school of the University of Southern 
California announces that its annual insti- 
tute on federal taxation will be held in Los 
Angeles October 19-21. The entire meeting 
will be devoted to preparation of documents 
used in tax planning under the new Internal 
Revenue Code and its regulations. Further 
information can be obtained from John W. 
Ervin, Director, Tax Institute, University 
Park, Los Angeles 7. 

University of Oklahoma.—The Fifth An- 
nual Taxation Institute of the University 
of Oklahoma will be held on October 13-14 
in Meacham Auditorium on the main 
campus of the university, at Norman. The 
cost of registration will be $10 for persons 
attending both days of the institute and 
$7.50 for those who attend either day. 

University of Alabama.—A one-day fed- 
eral tax clinic has been announced by the 
school of commerce and business admini- 
stration of the University of Alabama, in 
conjunction with the Alabama Society of 
Certified Publi Accountants. This ninth 
annual meeting will be held at the university 
on October 28. 

Marquette University.—The university's 
sixth annual in wtute on taxation is sched- 


uled for September 28-30, and is being 
conducted by the Marquette College of 
Susiness Administration, in Milwaukee. 


Massachusetts Society of Public Ac- 
countants.—The society will hold a 
meeting on Monday, October 17, 
Hancock Hall, Boston. 
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University of Buffalo.—Millard Fillmore 
College of the University of Buffalo, to- 
gether with the Buffalo Chapter of the 
New York State Society of Public Ac- 
countants, has announced a series of cight 
Monday-evening sessions (October 3-No- 
vember 21) comprising its second annual 
institute on federal and state taxation 


Northeastern University.—Tax problems 
in operating a business, problems in or- 
ganizing and operating partnerships, and 
problems of closed corporations will be 
topics for discussion at the second annual 
tax forum to be held at Northeastern Uni- 
versity on October 14 and 15. The forum 
is sponsored by the professional accounting 
and tax societies and chapters in the New 
England area, in cooperation with the 
Northeastern University School of Business 
Institute of Taxation. The registration fee 
for the two days, including luncheons, is 
$25. Registrations may be secured by 
writing to Professor G, Abercrombie, 137 
Richards Hall, Northeastern University, 
Boston 15. 


Fairleigh Dickinson College.—The Second 
Annual Tax Institute of Fairleigh Dickinson 
College will be held November 4-5 at the 
Rutherford, New Jersey campus, according 
to an announcement by Alvin L. Herald, 
secretary of the college. 


Detroit Bar Association.—The committee 
on taxation of the Detroit Bar Association 
is conducting its second lecture series be- 
ginning September 26, to be given on suc- 
cessive Monday evenings until December 5. 
The course is in cooperation with the Mich- 
igan Law Institute. Cochairmen are J. 
Leon Katz and William H. Walter. In- 
quiries may be addressed to the association, 
811 Hammond Building, Detroit 26. 


Federal Tax Forum, Inc.—A testimonial 
dinner will be given by the Federal Tax 
Forum on October 6 for Clarence R. Krig- 


baum, former Regional Commissioner of 
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the New York City Region, Internal Reve- 
nue Service. Mr. Krigbaum retired last 
July 31. Reservations may be placed with 
the Federal Tax Forum, Inc., 902 Broad- 
way, New York 10. 


American Women’s Society of Certified 
Public Accountants.—The officers recently 
elected to serve for the year 1955-1956 will 
be installed in office at the annual meeting 
of the American Women’s Society of Certi- 
fied Public Accountants. 


be held in Richmond, 
20-23. 


The meeting is to 
Virginia, October 


Texas Society of Certified Public Ac- 
countants.—A second annual institute on 
taxation will be held November 7-9 at the 
University of Houston by the Texas Society 
of Certified Public Accountants. 


State Tax News 


Two thirds of the states, the District of 
Columbia, Alaska and Hawaii now levy 
personal income taxes of one kind or an- 
other. Rates and conditions of taxation 
vary considerably, but they all add up to 
money out of the taxpayer’s pocket (or his 
pay before it gets to his pocket) and into 
the budget book of the taxing jurisdiction. 

Of interest to the few: A resident of 
Arkansas pays only 4 per cent at $24,000 
of income, while an even happier man living 
in Delaware can get by with only 5 per cent 
at $99,000. But even the second man can 
look with envy on the New Mexico resident 
whose tax rate goes to 4 per cent only 
when his income goes to $100,000.0l1—and 
New Mexico is a community property state 
besides 

At the other side of this picture of solid 
American citizens are the North Dakotan 
who with 11 per cent on any 
income over $15,000, the Minnesotan whose 
rate jumps to 10 per cent at income over 
$20,000, and the man from Wisconsin who 
pays at an 8Y% per cent rate on any income 
over $14,000. Colorado taxpayers have a 
rate—on the books—of 10 per cent on in- 


comes up 


come of more than $11,000, but for the 
calendar year 1955 and for fiscal years 
beginning in 1955, the tax has been re- 
duced 20 per cent. 

In the middle is the average citizen of 
the average income-tax state who pays at 
a pretty average rate, and provides the 


“why” of state income taxation. Out of the 
picture completely is the most comfortable 
citizen of all—the man who lives in a state 


that Uoesn’t levy a personal income tax. 


Tax-Wise 


Conditions of taxation differ, too. Massa- 
chusetts income taxation is limited to inter- 
est and dividends, annuities, business income, 
and capital gains on intangibles. In New 
Hampshire and Tennessee, only interest 
and dividends come into the figuring. 

The conviction that “them as grabs gets” 
seems to be reflected in a growing trend to 
state payroll deductions. A trend within 
the trend is general withholding (applying to 
residents and nonresidents alike). 


Six states, in addition to Alaska and 
Hawaii, had general withholding statutes 
before 1955. They are Vermont (1947), 


Oregon (1948), Delaware (1953), and Ken- 
tucky, Colorado and Arizona (1954). This 
year four more state legislatures elected to 
join them. 


Alabama is the state most recently to 
pass a general withholding law. Approved 
August 26, withholding of tax is scheduled 
to begin January 1, 1956. Returns and 
payments are to be made on a quarterly 
basis. 


Three new general withholding taxes 
went into effect on July 1, 1955. Montana’s 
withholding bill had become law on March 
11. Idaho’s bill had been approved the 
following day. Maryland began requiring 
withholding from residents as well as non- 
residents of the state “with the first full 
pay period beginning in July.” 


An old Maryland law, in effect prior to 
June 1, 1955, had required withholding as 
to wages paid nonresidents. About this 
June 1-July 1 gap: For a while it appeared 
unclear, concerning the changeover, whether 
withholding on nonresident employees 
would continue during the month of June. 
But shortly before the question 
vital, the Maryland Income Tax 
settled it by that employers 
“continue their program of withholding 
during the month of June, 1955, notwith- 
standing the existence of the known 
technicality.” 


became 
Division 
requesting 


Thus, Maryland left the ranks of states 


requiring withholding from nonresidents 
only. (The others are New York, Cali- 


fornia, Indiana and Iowa.) 


Other states where withholding bills were 
introduced this year included Utah, Minne- 
sota, North Carolina, South Carolina, Mis- 
souri, Maine, Wisconsin and Pennsylvania. 
Even though the measures failed of passage 
(most of them died when legislatures ad- 
journed), they almost 
back—and others with them. 


are sure to come 


Withholding 


is the surest way of collecting income taxes. 
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State Tax Calendar 





The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ARIZONA: November 7—Property tax 


first semiannual installment due (last day). 


ARKANSAS: 


November 15—Corporate 
income tax 


second installment due.—Per- 
sonal income tax second installment due. 


CONNECTICUT: November 1—Property 


reports due 


GEORGIA: November 1—Corporation reg- 


istration statement and fee due. 


IDAHO: November 7—Transient personal 
property reports to home county due. 


INDIANA: November 7—Property 


semiannual installment due. 


KENTUCKY: November 15—Personal in- 


come tax third installment due. 


LOUISIANA: November 15—Corporate in- 
come tax third installment due.—Personal 
income tax third installment due. 


tax 
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MISSOURI: November 1—Ad valorem tax 


from utilities due. 


MONTANA: November 30—Property tax 


semiannual installment due. 


NEW JERSEY: November 1—Property 


tax quarterly installment due. 


NEW YORK: November 15—Franchise 
(income) tax second installment due.— 
Personal income tax third installment due. 


OREGON: November 15—Property 


quarterly installment due. 


tax 


TEXAS: November 30—Property tax first 
installment due. 


UTAH: November 30—Property tax delin- 
quent at noon. 


WEST VIRGINIA: November 30—Prop- 
erty tax semiannual installment due (last 
day). 


WYOMING: November 10—Property tax 


semiannual installment due. 


City Tax Calendar... 


November 15—Arizona: Phoenix business 
privilege tax reports and payment due. 
Colorado: Denver sales tax reports and 
payment due. Ohio: Youngstown em- 
ployer withholding reports and payment 
due. Pennsylvania: Erie employer with- 
holding tax reports and payment due. 
Washington: Seattle occupation tax reports 
and payment due; Tacoma occupation 
tax reports and payment due. 


November 20—Louisiana: Baton Rouge sales 
and tax reports and payment due; 
New Orleans sales and use tax reports 
and payment due 


use 
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November 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. Ohio; Cin- 
cinnati employer withholding reports and 
payment due. 


November 30—Missouri: St. Louis employer 
withholding reports and payment due. 
Ohio: Dayton employer withholding re- 
ports and payment due. 
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Federal Tax Calendar 





November 10— 
Quarterly return of taxes withheld by 
employers and of excise taxes collected, 
tor quarter ended September 30, 195 
here timely monthly deposits were 
made with authorized depositary. Forms 
720, 941 


November 15— 


Due date of deposit by employer with a 
federal reserve bank or authorized cle 
positary of the amount of (1) income 
tax withheld from wages, (2) em 
ployees’ tax withheld under 1954 Code 
Section 3102(a) and (3) employer's 
tax under 1954 Code Section 3111 
where, during the preceding month, the 
aggregate of such amounts exceeded 
$100 If an employer pays wages 
to agricultural labor subject to taxes 
under (2) and (3), above, he will make 
a separate computation for this group 
to determine whether the $100 minimum 
has been exceeded (Regulations 120, 
Section 406.606.) Form 450 (depositary 
receipt) 


Due date. by general extension, of returns 
for year ending May 31 in the case of 


(1) foreign partnerships, (2) foreign 


corporations which maintain an office 


or place of business in the United 
Stat 3) domestic corporations which 
transact their business and keep their 


records and books of accounts abroad, 
(4) domestic corporations whose prin 
cipal income is from sources within 
t he possessions ol the United State 


and (5) American citizens residing o1 





traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. Forms: (1), 
Form 1065; (2)-(4), Form 1120; (5), 
Form 1040 


Monthly information return of stock 
holders and of othcers and directors ot 
foreign personal holding companies due 
for the preceding month (Code Sec 
tion 6035) Form 957 


Due date for delivery to local director of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month Payment also due _ for 

proceeds of sales of stamps sold during 

preceding month 


November 30— 


Due date for payment of the following 
excise taxes for October to an author 
ized depositary, if such taxes reportable 
for October exceeded $100 taxes on 
safe deposit boxes; transportation of 
oil by pipe line; telephone, telegraph, 
radio and cable messages and services: 


transportation of persons; admissions, 


dues and initiation tees: ga oline, lubri 


cating oils and matches; sales by manu 


facturers, including sales of pistols and 


revolvers; processing of certain oils; 


sales by the retailer; manufacture of 


Sugar; transportation of property; and 
diesel fuel, (Regulations Section 477.4.) 


Form 537 (depositary receipt ) 





FEDERAL TAX REPORTS 


New law? Old law? Speed? Accuracy? Con- 
venience? Completeness? Whatever the need, 
whatever the question—if it involves federal taxes 
for revenue, the accepted reporter of the federal 
tax specialist, the first choice of the man “who 
must have everything” is Standard Federal Tax 
Reports. 

Whether they represent the tax payer or tax 
collector, on whichever side of the tax fence they 
stand—Tax Men all endorse “Standard Reports” 
in use, collect real dividends from the breadth of 
coverage, official and explanatory, the depend- 
ability, and the down-to-earth practical values 
which characterize the “Standard.”’ 

For the “Standard Reports’ subscription plan 
brings subscribers up to date immediately and 
keeps them up to date continuously. The swift, 
detailed, informative weekly issues blanket the 
field of federal taxation most important to busi- 
ness and its tax counsel—reporting week by week 
the latest development in pertinent law or regu- 
lation, interpretation of ruling or court decision 
—the newest return, report or form—all enriched 
and illuminated by editorial sidelights, clear, 
helpful examples, and plain English explanations. 

Thus, Standard Federal Tax Reports subscribers 
always have the facts, always know iust what to 
do — why and how to do it! 


Write for Complete Details 
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